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SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-K

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d)

OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal vear ended June 30, 1999
Commission File Number - 001-12143

AMERICA ONLINE, INC.

iExact name of registrant as specified in its charter)

Delaware 54-1322110
State or uther jurisdiction of iLR.S. Emplover
incurporation or organizations Identification No.:
22000 AOL Way 20166-9323
Dulles, Virginia 1zip code:

i Address of principal executive offices)
Registrant's telephone number. including area code: (703) 265-1000

Securities registered pursuant to section 12(b) of the Act:

Securities registered pursuant to section 12(g) of the Act: None

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 151di of the
Securities Exchange Act of 1934 during the preceding 12 months tor for such shorter period that the registrant was requured
file such reports). and 12) has been subject to such filing requirements for the past 90 days. Yes_X No

Indicate by check mark if disclosure of delinquent filers pursuant to [tem 403 of Regulation S-K is not contained herein. and
will not be contained. to the best of registrant's knowledge. in definitive proxy or information statements incorporated by
reference in Part [1I of this Form 10-K or any amendment to this Form 10-K. O

As of July 30. 1999, the aggregate market value of voung stock held by non-affiliates of the registrant. based upon the
closing sales price for the registrant's common stock. as reported on the New York Stock Exchange. was approximately SI044
bitiion (calculated by excluding shares owned beneficiatly by directors and officers).

Number of shares of registrant's common stock outstanding as of July 30. 1999.......1.108.080.083

DOCUMENTS INCORPORATED BY REFERENCE

The following documents (or parts thereol are incorporated by reference into the following parts of this Form [0-K: Cer
information required in Part IIT of this Form 10-K is incorporated from the registrant’s Proxy Statement for its 1999 Annu

Meeting off Stockholders.
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PARTI

[temn 1. Business
General

Founded in 1983, America Online. [nc.. based in Dulles. Virginia. is the world's leader in interactive services. Weh hrands.
[nternet technojogies. and electronic commerce services.

America Online has two major lines of businesses organized into four product groups:
* the Interactive Online Services business. comprised of the Interactive Services Group. the Interactis2 Properties GCroup
and the AOL Internutional Group, and
» the Enterprise Solutions business, comprised of the Netscape Enterprise Group.

The product groups are described below.

The Interactive Services Group develops and operates branded interactive services. including:
o the AOL service. a worldwide Internet online service with more than |7 million members as of June 30, 1999
e ine CompuServe service. a worldwide Internet online service with approximately 2 miilion members
¢ the Netscape Netcenter, an Internet portal with more than 1~ mullion registered users
the AOL.COM Internet portal
e the Netscape Communicator client software. including the Netscape Navigator browser

The Interactive Properties Group s built around brafded properties that operate across muluple senvices and platforms,
such as:
Digital City. Inc.. the No. | branded local content network and community guide on the AOL service and the Intemnet
e [CQ. the world's leading communications portal that provides instant communications and chat technology
e MovieFone. Inc.. the nation’s No. | movie guide and ticketing service provided through an interactive telephone service
and on the AOL service and the Internet
¢ [ntemet music brands Spinner.com. Winamp and SHOU Tcast

The AOL International Group oversees the AOL and CompuServe services and operations outside the United Siates, 25 weil
as the Netscape Online service, which will be launched soon in the United Kingdom.

The Netscape Enterprise Group focuses on providing businesses a range of software products. technical support. consulting
and training services. These products and services enable businesses and users to share information. manage networks dnd
tacilitate electronic commerce.

In November 1998. America Online entered into a strategic alliance with Sun Microsystems. Inc. ("Sun”1. a leader in
network computing products and services. to accelerate the growth of electronic commerce. The strategic alliance provides thut
over a three-vear period. the Company will develop and market. together with Sun. client software and network application «nd
server software for electronic commerce. extended communities and connectivity. including software buased in part on the
Netscape Enterprise Group code Base. on Sun code and technology and on certain America Online services features. to business
enlerprises.

For a discussion of financial information about the Company’s two lines of business, refer to Note 9 of the Notex
Consolidated Financial Statements.

During the fiscal vear, the Company entered into a number of strategic mergers. In March 1999. the Company compieted
its merger with Netscape Communications Corporation and 1o May 1999, the Company completed its merger with MovieFen
{ne. The Company also completed mergers with Nullsoft. Inc. und Spinner Networks Incorporated. companies that pr
music over the [nternet. When Inc.. a company that provides ¢ personalized event directory and calendar services. AtWeb,

and Personalogic. Inc.

America Online was incorporated in Delaware on May 24. {983, The principal executive offices are located at 2200 AOL
Way. Dulles. Virginia 20166-9323. The Company's telephone number at that address 15 (703) 263-1000. Inquiries may also be
sent to Amernicd Online’s Internet address: AOL [R@acl.com. or to the America Online address. AOL [R.
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Interactive Online Services Business

Products and Services

The Company’s Interactive Online Services business 15 divided nto three major product groups: the Interactive Service
Crroup. the Inteructiv¢ Properties Group and the AOL International Group.  This line of business includes the Companv s wnline
and Internet services. Web properties and client sottware. The Company has developed a multiple-brand strategy af!f‘gm'duct\ and
~ertices that appeal to complementary and diverse groups of members or users of the Internet. The Company has also deselope:
4 multiple-revenue stream strategy designed to broaden the sources of revenues from its properties and services hevond

enues o mnclude revenues from sources such as advertising. commerce. licensing fees and transaction fees. The
Company has augmented its onhine services with branded properties that add features or content across multiple services or
plattarms. Following these strategies has enabled the Company (o operate the business and improve its services and products in a
cost-effective manner by utihzing a shared infrastructure performing core functions.

[nteractive Services Group

The Interactine Services Group vperates the Company '~ interactive products: the AOL and CompuServe services

Ne

Tha AOL Sernvice

The Company < AOL service. with 17.6 mullion members at June 30. 1999, provides subscribers with a global, interaciine
communiy offering a wide vaniety of content. features and tools. The AOL service also includes simple access w the Internet
with search functionality through AOL NetFind. The range of content. features. and tools offered on the AOL service includes
the following:

—Online Community—America Online promotes interactive community through electronic mail services. pubiic bulletin
hoards. the Buddy List feature (for members to keep an up-to-the moment account of whether fellow members are online. subject
10 a blocking feature). the AOL Instant Messenger service, which allows members to communicate oniine instantaneousiy
without having to access an clectronic mailbox. an online community center. public or private "meeting rooms” and interacine
comversations ichati. Guest interviews. with participation by members. take place at live "auditonum’” events.

—LChanne! Line-Up—Content on the AOL service is organized into channels. allowing members tv nasvigate the <ervice
casilv 10 find areas of interest. Each of the following nineteen channels offers informational content and commerce and
community opportumties: AOL Today. News. Sports. Influence. Travel. Intemnational. Personal Finance. WorkPlace. Compuuing.
Research & Learn. Entertainment. Games. Interests. Lifestyles. Shopping. Health. Families. Kids Only and Local. Content
sroviders on the AOL service include CBS News. Hachette Filipacchi Magazines. Bloomberg. The New York Times und
Business Week.

—Personalization and Control Features—Members can personalize their experience on the AOL service through a number
of features and tools. including a reminder service that sends e-mail in advance of important events. stock porttohos that
automaticaily update market prices. Mail Controls. which allow members to limit who may send them e-mail and o block certain
tvpes of e-mail. Favorite Places. which allows members to mark particular Web sites or AOL areas. and Porttolio Direct and
News Profiles. which send stories of particular interest to members. The AOL service offers Parental Controls to help parents
their chiidran's online experience. including tools that imit access to particular AOL areas or Web sites or 1o certain

ires far example, the AOL [nstant Messenger service. sending or receiving files attached to e-mail or embedded protures
iad

o access o premium services). The Marketing Preferences feature cnables members © elect not 1o recenve ce

n

N RV
IS,

]

Later thi< vear the Company plans to introduce its latest version of the AOL service software. AOL 3.0). New reatures !
wreiee will inciude “You've Got Pictures.” “My Calendar.” AOL Search and AOL Plus.  “You've Got Pictures.” w hich beg
low members to receive their developed photos online. share the photos with others via e-matl.

i Jupe 1999, wiil

¢ und store photos online and order reprints and gifts, "My Calendar™ will be an interactive desktop calendar that includes
features that enable members to track appomntments, kev dates and other personal events online. AOL 3.0 will feature AQL
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Search. a new search product that will enable AOL members to search the Internet and AOL < exclusive cantent without leasine
the AOL service. The service will also include AOL Plus. a feature that will enable members 0 connect to the AOL <ersice
through high-speed broadband technologies. including DSL. cable. satellite and wireless and will provide additional online
content 0 members connecting through such broadband technologies. The expanded content will include video. eames. music
and online catalogue shopping features. )

The CompuServe Service

The CompuServe service. with upproximately 2 million members. targets the value-oriented portion of the U.S. market and
the professional business-oriented market outside of the U.S. It is available in over 300 cities worldwide. including in the U S
Canada and Eurcpe. This fiscal year the CompuServe service launched CompuServe 2000. new software that pr'o»idm Faster
Internet connections. easier installation and registration. expanded customer options. more powertul ¢-mail features and simpler
navigation. CompuServe also launched a Web site. CompuServe.com. to serve as an [nternet gateway for its members. Features
on the site include personalized news. updated weather. favorite links and Web centers highlighting specific areas ot interest.
CompuServe has created a Custom Solutions Division to develop and create co-branded and custom versions of the CompuSerya
2000 sottware. The Custom Solutions Division will also offer private label Internet solutions for strategic partners.

The Netscape Netcenter

The Company's Netscape Netcenter Web site thip . ww.netscape.com) has more than 17 mullion registered users and
offers ¢ varety of products and services. including news and information. opportunities to purchase goods and services.
site directories. software. software downloads. and product and technical support information.  Netcenter's services ¢
search and navigation services. such as the aggregated NetSearch area. which helps consumers and businesses find reler
information. and SmartBrowsing: programming channels. such as Lifestyles, Personal Finance or Small Business. which organize
content and services for directed broadcast: communications and community services such as e-matl and bulletin board seryices.
which help consumers and businesses connect and communicate; personalization services. such as My Netscape Channel. 4
personalized topical channel that users can customize to their personal interests: Customer Netcenter. which enables businesses o
create their own portals: and opportunities tor electronic commerce. Netcenter also otfers services such as: Site Central, a free
Web site building service. Netscape Sports Channel, Delivery Channel by FedEx and the My Netscape Network. Netcenter also
promotes the Company's software and customer solutions by featuring descriptions of the Company's offerings and providing
downloads of certain software products. Netcenter includes a co-branded version of the Company’s AOL Instant Messenger
service and its “Local” channel features content provided by the Company s Digital City property.

The AOL.COM Web Site

The Company's AOL.COM Web site (htp://www. AOL.COM) offers Internet users (who may not be AOL members;
content, features and tools, including AOL NetFind. an Internet search and rating tool. and the AOL Instant Messenger service.
which allows Internet users to communicate in real-time with their friends and tamily. AOL.COM also offers AOL members the
opportunity to exchange e-mail on the Internet. without signing onto the service. through AOL NetMail. and My News. a
personalized news service. Content provided on the AOL.COM site includes news. shopping. Web search services. classitied

" advertisements. and white and vellow pages directories. The Company pians to continue to expand content and services available
through the AOL.COM Web site.

AOL Instant Messenger (AIM)

The Company’s AOL Instant Messenger (AIM) service 1s a Web-based communications service that enables Internet users
to know when other users of the service are online and to send and respond in real time to private personalized electronic Xt
messages. When an instant message is sent via AIM. the message pops up on the receiver’s screen instantly. The AIM service
had over 25 miilion registered users as of June 30. 1999. The AIM service is free. and available for downloading on AOL.COM
and on a co-hranded basis on the Company's other brands and services. including the CompuServe service. CompuSert2.com.
Netscape Netcenter and to users of Netscape Communicator software. The Company has also announced arrangsments to
develop co-branded versions of the AIM service with Apple Computer. Inc.. Mindspring Enterprises. Inc.. Earthlink Netaork
Juno Online Services. Inc. Version 2.0 of the AIM service otfers such features as the ability 1o search the Web and veilow
white pages directory features directly from the AIM service and access to news and information; a “File Transter” feature th
allows users 1o share files with other AIM 2.0 users: and a directory of chat and interest areas.
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Netseupe Communicator

Netscape Communicaror is 4 suite of open HTML-based client software that integrates browsing. e-mail. Web-hased word
processing und group scheduling. This suite of software enables users to communicate. share and access (nformation. Netscape
Navigator, the browser that serves as the core compenent of Netscape Communicator. allows access to information and netw ock
applications on intranets, extranets and the Internet. Netscape Navigator offers a point-and-click graphical user interfuce rhat
allows users to browse the Internet’s array of network resources and participate 1n commerce 4cross extranets and the Internet
s of the Netscape Communicator are marketed: Netscape Communicator and Netscape Communicator with Calendur
-ersion. Communieator 4.6, was released 1n May 1999 and offers several new features. inciuding the Compans '~
murtBrowsing technology and streaming audio and +isual capabilities for consumers. With the SmanBrf):&>xne technolo
SOMNUMETS can search Netcenter services and connect 1o Web sites covering a variety of topics by entering common words r
topics s Netscape Internet Keywordss mnto the browser location bar.

S
s

Interactive Properties Group

The Interacuse Properties Group includes and oversees the Company’s branded properties that operate across mul
services or plattorms. such as Digital City. ICQ and MovieFone. The group is also responsible for developing new distrih
aetworks that will enable the Company 1o build or scyuire branded properties that operate across the Company s
services and platforms while benetitung rrom the Company s common (nfrastructure,

Drgital Ciy

The Company's subsidiary. Digital Citv, Ine.. which is owned in part by the Tribune Company. 1s a local «
network that offers 4 network of local content and community guides in over 60 U.S. cities. including Atlanta. Boston. Chivazo.
Dallas. Denver. Detrowt. Los Angeles. Minneapolis. New York. Orlando. Philadelphia. San Diego. San Francisce and
Washington. D.C. Local content provided by Digital City includes original and third-party news. sports. weather. a local guide
service with directory and classitied listings and an interactive forum. Digital City provides local interactuive content and sen ices
on the AOL service, AOL.COM. the CompuServe service. CompuServe.com. Netscape NetCenter, ICQ and on the Worldwide
Web chupy/fwww digitalcity.com). Digital Citv also is available through other distribution vehicles. For example. Digital City
fas an agreement with MCI Worldcom 1o become the local content provider on MCI Worldcom Internet, offering its interactive
City guides to its Internet subscribers. ’

iCQ

The Company s subsidiary. ICQ Lid.. is an Internet-based communications Web portal site. which utilizes the ICQ 7] seek
¥Ou I Instant communications and chat technology. The portal site is located at http://www .icq.com. At the end of fiscal {999,
ICQ had nearly 38 million registered users. and was being used actively by almost 15 million users. More than 7.5 million penple
use ICQ evervday. with more than | million simultaneous users. Users become aware of ICQ through the “word of mouth”
equivalent on the Internet of invitations from current [CQ users to potential users via e-mail. ICQ has international appeal and
presence and is used primarily by young, knowledgeable users. ICQ has introduced its latest software, 99a. which brings new
ols to the desktop. including ICQIT!. a built-in suite of intuitive search tools. and the new [CQ NOW' content and
commumity area. The Company acquired the ICQ technology with its focus on interactive community and constant desktop
presence. and 1s developing it into an all-service Web portal that maintains its desktop presence.

AOL MovieFone

The Company acquired MovieFone. the largest movie guide and ticketing service in the country, in May 1999, Through it
wwinve teicphone service and its online senvice. MovieFone.com. MovieFone provides millions of moviegeers such «

picte free directory of movies. showtimes and theater locations., and also provides them the ability to purchase
intends to use MovieFone o enhance the online entertainment information available across s farmiiy o b

Spinner com. Winamp and SHOUTcast

The Company scquired several Internet music brands in May 1999 through its acquisitions of Spinner Networks
[ncorporated and Nullsoft. [n¢c. The Spinner com Web site offers oser 100 channels of programmed music in vanous tormats. [is

sontentincludes over 175.000 songs. and its music players display song information as the song 1s played. The music plavers
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also provide links that enuble real-ume listener feedback and instant ordering of the music being played. Nullsoft. lnc. i the
developer of Winamp. a branded MP32 player tor Windows. and SHOUTcast. an MP3 streaming audio system. The SHOUTcast
streaming audio svstem enables individuals to broadcast thewr own content over the Internet. The Company plans to make these
music features available 1o consumers across its brands. as well as o customize them for the audience and partners of the
Company s brands. A

AOL International Group

The AOL International Group oversees the AOL and CompuServe services and operations outside the United States. as weil
as the Netscape Online service. which will be launched soon in the United Kingdom. As of August 1999. the AOL uand
CompuServe services had more than 3 million members outside the United States. The Company offers its AOL andior
CompuServe branded services through joint ventures or distribution arrangements in Australia, Austnia.  Canada. France.
Germany. Japan. the Netherlands. Sweden. Switzerland and the United Kingdom. Globallv. members are able to access these
cervices 1n over 100 countries. Additionally. the Company is in the process of expanding the number of countnes to which 1t
offers local services. The Company's international strategy is to provide consumers with local services in Key internationai
markets featuring local language. content. marketing and community.

Central 1o the Company s strategs has heen the formation of strategic alliances with strong international parterns and @
provision of access for all members of ternational services. In addition. U'.S. and global subscribers to the ADL <ervice cun
eeess selected content and communities offered on the Company s other global services. The Company. through joint venture
with Bertelsmann AG entitled “AOL Europe™ and "CompuServe Europe.” provides the AOL service and/or the CompuSerye
service in several European countries and plans to extend these services into additional European markets. Bertelsmann. one of
the world's largest media companies. is a minonty stockholder 1n the Company with an approximately 3% stake. and Dr.
Thomas Middelhoff. Bertelsmann's Chairman. is a member of the Company's Board of Directors.

The Company continues to update its services to match the needs of its international markets. For cxample. in June 1999,
AOL Europe introduced an unlimited use. flat-rate monthly pricing plan in the United Kingdom, and in July 1999. AOL Europe
announced plans to launch Netscape Online. a new subscription tree service, in mid-August 1999. The Newscape Oniine service
will compete in the emerging subscription-free value market in the United Kingdom and will complement the existing AOL and
CompuServe services.

During the past fiscal vear. the Company has aiso taken steps (0 launch services in several new foreign markets:

. Australia: The AOL Australia service was launched in October 1998 through a joint venture between the Company
and Bertelsmann AG. AOL Australia features exclusive local Australian content and also offers members access (o the
onginal content available on the international services.

. Hong Kong: An AOL-branded service for Hong Kong consumers is expected to be launched in the tull of 1999. The
AOL Hong Kong service will provide orginal local content in both Chinese and English, with most local content being
developed or provided by China Internet Corporation Limited ("CIC™. a Hong Kong based company that has entered
into a4 distribution arrangement with the Company. In June [999. the Company acquired an equity interest in the
tormer wholls-owned subsidiary of CIC. China.com. an Internet company and affiliate of CIC that operates Web
portals throughout greater China. The Company intends to use its investment in China.com to expand its commitments
in the region. A Web site. AOL.COM.HK. is currently available in either the English or Chinese language. The Web
Jite includes both a co-branded AOL Instant Messenger service and the AOL Netfind feature with either English or
Chinese language search capabilities.

. Latin America: In December 1998, the Company announced the formation of a joint venture with the Cisneros
Group of Companies (“Cisneros Group”) to bring the Company’s services to consumers in Latin Amenca. In June
1999 the Brazilian subsidiary of the joint venture launched the BR.AOL.COM Web site. The joint venture expects o
Lsanch an Intemet online service. AOL Brasil. by the end of 1999, The joint venture plans to launch services in Mexiew
and Argentina i 2000, with other markels to be added in the future. The joint venture will alse be responsible for the
Jevelopment of the CompuServe brand in Latin America.
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Advertising and Commerce

An important component of the Company's strategy 1n its Interactive Online Services business 1s to increase revenues rivm
adverusing and commerce sources and from the sule of merchandise. The Company continues to estublish a wide van
refationships with advertising and commerce partners to grow and Jdiversify its non-subscription based revenues and to
<ubscribers on the Compuny ' interactive services with access to 4 broad selection of competitively priced. 2asy -to-order ‘:'m
and services, The Company has worked to develop muluple revenue sources for its nteractive properties and <erviges,
broaden the scope of those revenue sources bevond subscriptions and adverusing fees to include revenues from additior
sources. such as transaction fees and licensing fees. The Company has also expanded the scope. range and types of husinesses
involived in adverusing and commerce relationships. The Company has entered into adverusing arrangements that encompiss
multiple brands within the Company’s tamily of brands. Additionally. the Company has renewed and extended or expanded
relanonships with existing advertising and commerce partners.

The Company offers its adverusing and commerce partners a variety of customized p ;
zuaranteed numbers of impressions and select sponsorship of particuiar online areas or Web pages for designated un
As merchants recognize the salue in reaching the Company s large. growing and active subscriber base und wsers o
based properties. the Company has been able to earn addiuonal revenues by offering selected merchants exclusive s
market particuiar goods or services within one or more of the Company s online services and properties. {n thine Lnsuct
the Company provides its commerce partners certain marketing and promouonal opportumties and in return recerses !
payments. the opportunity for revenue sharing, <ross-promotions and competitive pricing and online conveniences for
subscribers. Certain of the transactions with partners also include an equity component for the Company. The Company may
receive a warrant to purchase stock or may purchase or acquire a direct equity interest in the partner. These equity nvestments
are accounted for in accordance with Company accounung policies and certain of these equity investments may result in revenue
generation at the onset of the deal. [n addition. these equity investments can also represent an additional potential source of
income to the Company upon their disposition.

The advertising and commerce partnerships also provide the users of the Company's interactive services and propermes with
access to a diverse selection of consumer products and services. The Company obtains revenues from the sale of merchandise hy
offering for sale to subscribers on its interactive services a number of computer and Internet online goods and services. inciuding
hardware and software products and books and Company logo merchandise. The Company promotes its merchandise principally
by means of promotional “pop-up’ screens and makes its merchandise available in online stores included in varous cnannel

stores and in specialized seasonal or other targeted shops.

Network Services
Interactive Online Services Business Technologies

The Company employs a muitiple vendor strategy in designing. structuning and operating its network services utilized in it~
[nteractive Online Services business. The Company manages AOLnet. a transfer control protocol/Internet protocol {TCP/IPy
network of third party network service providers. including Sprint Corporation. GTE Internetworking. formeriy BB
Corperation. and MCI WorldCom. Inc.'s wholly-owned subsidiary MCI Worldcom Advanced Networks. Ine. AOLaet i~ tised
the AOL service and certain versions of the CompuServe service in North Amernica.

The Company anticipates continuing to build AOLnet in order to increase its network capacity. provide members of s
online services with higher speed access and reduce data network costs on a per-hour basis. During fiscal 1999, the Company
dded modems at a rate of approximately 37.5300 monthly to expand to approximately 1.25 million modems. The AOQL service
srew as of July 1999 1o achieve over |.14 million simultaneous users. the ¢xchange of approximately 66 million a-mail messy
& dav and 468 million Instant Message communications a day. AOLnet offers members of the AOL service in North Amens
tocal elephone numbers in approximately 1000 cites. In total. the AOL service is available in approximately {300 cities i
more than [00 countries.

The CompuServe service for versions prior to CompuServe 2000 currently relies on data network services provided pursuunt
0 4 Network Services Agreement among the Company and CompuServe Incorporated. a wholly-owned subsidiury of MO
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WorteCom The agreement has an imal teem ending December 31, 2002, subject 1o possible extension by the Company
certun arcumetanees. Under the ugreement. the Company has made certain commuitments o use such neta ork sert l ]
versions of the CompuSene service. The smooth operation of and access capacity on these versions of the CompuSerte service
are dependent on the network services provided under the agreement and would be adversely affected by service failures of the
network <ervices provider. The CompuServe service 1s available in over 300 cities worldwide. '

The Company s ability to reduce data network costs on a per-hour basis and to expand the network capacity mayv be limied
or impatred under cerain circumstances. The Company enters into multiple-vear data communications agreements 0 support
AOLnet. In connection with those agreements. the Company may commit to purchase certain minimum data communicanions
services ar o pay a fixed cost for the network services. Accordingly. if the number of subscribers or usage significantly
decreases, network costs will not correspondingly decrease. S '

Subscribers to the Company's interactive online services may experience difticulty in accessing their service from local
access numbers from time to time due to changing patterns of usage or peaks in usage in particular geographic areds. [n addition.
supply shortages exist from time to time for local exchange carrier lines from local telephone companies that the Company
requires © expand network capacity. The expansion of AOLnet requires a substantial investment in telecommunications
equipment. which the Company is financing principally through leasing. Supply shortages or the failure to obtain the neces<an
financings for the butldout of AOLnet could impair the Company's ability to expand network capacity.

Service Platforms and Access Devices

through persenal computers. Software platforms that the AOL and CompuServe services are available on include pnmanly

Windows 2 1. 93 and 9%) and Macintosh operating systems. The Company has established its "AOL Anvwhere” strategy of

making the AOL service and features available through multiple connections and multiple devices. The Company intends w
make its interactive online services available on new and future platforms or devices. such as televisions. wireless twelephones,
hand-held or pocket devices. online appliances. and smart phones. as consumer demand and technology and commercial viability
permit. The Company is developing versions of its interactive oniine software that are customnized for use on the vanous
olatforms. Features that may be made available on the different platforms include e-mail. news. stock quotes. electronic
commerce and instant messages. The Company’'s next generation software for the AOL service. AOL 30, which wHl be
introduced 1n the fall of 1999, will include the new feature AOL Plus. which will enable members to connect to the AOL senice
through high-speed broadband technologies. including DSL. cable. satellite and wireless, and will provide additional online
content to members connecting through such broadband technologies. The expanded content will include video. games. music
and online catalogue shopping features.

The Company already has taken steps under this strategy to broaden the platforms and devices on which services or features
of its services can be accessed. For example. in June 1999. the Company and 3Com Corporation announced a strategic
relationship to give AOL service members access to their e-mail via a handheld computer and to work to provide addinenal
features of the AOL service on the handheld platform. In addition. the Company has continued development work related to
AOL TV. un enhanced interactive television Internet service. [n May 1999. the Company announced arrangements with four
partners. DIRECTV. Inc.. Hughes Network Systems. Phillips Electronics and Network Computer. Inc. (now known as Liberate
Technology. Inc). related to the development of different components of the AOL TV service. including the design and
manufacture of set top boxes used in the service. the software platform for the service and collaboration on combining digitai
«atellite television programming with the service. The Company also has a license from Gemstar International Group Limited to
use Gemstar's technology and intellectual property to develop and deploy electronic programming guides for the AOL TV

SeVICe.

In June 1999, the Company formed a strategic alliunce with Hughes Electronies Corporation «"Hughes™ . a4 subsidiury ot
Generai Motors Corporation ("General Motors”). to develop and market integrated digital entertainment and Internet serviees
ance will exiend the reach of the Company’'s AOL TV interactive television and its AOL Plus high-speed Internet
wersice~. The ziliance. which builds on an earlier agreement 1o develop a combinauon set-top recelver for DirecTV and AOL TV,
provides for extensive cross-promotion and markeung. It also provides for the delivery of AOL Plus to members via Hughgs'
DirectPC satellite Internet network beginning next vear. as well as delivery over Hughes' next generation sateilite system for
fwo-w as . broadband connectvity. In connection with the alliance. the Company made a 31.3 bullion mvestment in Hughes in tie
form of 2 General Motors preference stock. which carmes a 6-1/4% coupon rate and has a mandatory conversion into Generud
Motors Class H common stock (GMH) in three vears. For additional information regarding this investment. see “Liguidity und
Capital Resources™ under Part [I. Item 7, "Management's Discussion and Analysis ot Financial Condition and Resuit> ot
Operations.”
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The Compans nas upyaded AOLnet to support the v 90 <tandard for high-speed access at 56 kps. and iy 2bso imvesns

e

development of aiternamve echnologies w deliver ils interacuve online <ervices. including cable modems. Digiai Suh:\..-rzi;cr
Line 1xDSL; access, satethie and wireless technologies. The Company plans to offer its members hi«zhcr-:pc—::i opuons when
they become zusy-to-use and commercially viable tor the mass murket. The Company has formed strategic alliances with each of
Bell Atlannc. SBC Communications. Ameritech Corp. and GTE Corp. to use new DSL technology 10 make available ¢ high-
speed upgrade connection to subscobers. with the wittal roll out beginning in the summer of 1999, By the end of 1999, the
Company expects to offer a high-speed broadband upgrade to serve more than 70 percent of ACL membel:s and will cover neurhy
& million homes. The Company also has entered into an agreement with Compag under which new Compaq Presano [nternet
PCs wiil be eyuipped with DSL-ready modems and will feawure pre-installed AOL software that will enable users to access
reatures available through broadband.

Marketing

The Company s marketing efforts and activities in s Interactive Online Services business are conducted tor its multipie
nrands through a common infrastructure. The marketing goals of the Company's Interactive Online Services business e o
attract and retain members or users. as applicable. of the online services and properties und o develop and ditt i
Company's famity of brands. To support member acquisition. the Company markets 1> products and »ervices 1
array of programs and strategies. including broudeast wdvertising campaigns. Jirect mail. magazine inserts and adver
co-marketing. bundling agrecements und lternate media.  The Company alse acuvely markets its muiuple bra
traditional campatzns <broadeast teles ision. radiv and print pubiications). and through more innovative means, such J4s i
extensive oniine and offline vross-promotion and co-branding with a wide variery of interactive senicas partners. Add:
through bundhng agreements. the Company's interactive online services are on a range of computers made by major perso
computer manufacturers. The multi-year agreements provide that pre-installed software will be available by clicking on an wcon
during the computer's initial setup process. Through an agreement with Microsott Corp.. the AOL service is accessible via
desktop folder on the Windows 95 and 98 operating svstems rand will be available on future versions of the Windows operating
<vstem through the term of the agreement).

The Company utilizes targeted or limited promotions and marketing programs and prnicing plans designed to appeal
particular groups of potential users of its interactive online services and to distinguish and develop its different prands. For
example. in connection with the positioning of the CompuServe service in the United States as a value-oriented brand. in June
and July 1999 the Company announced marketing initiatives for its CompuServe service with two computer manufacturers and a
aumber of additional retailers. Under these promotions. consumers signing up for three-year memberships to the CompuScr.e
2000 service at $21.95 per month will receive a rebate of $400 in connection with the purchase of designated models of
computers. This promotion is designed to appeal to consumers who are purchasing computers for the primary purpose of getting
online and to make the purchase of a personal computer and Internet access easier and more affordable.

The Interactive Online Services business utilizes specialized retention programs designed (o increase member and user
lovalty and satisfaction. These retention programs include regularly scheduled online events and conferences. the regular
1ddition of new content. features and software programs: and online promotions of upcoming online events and new features.
The Company also provides a variety of support mechanisms such as online support and 24-hour telephone customer suppont
ervices

Enterprise Solutions Business

Products and Services
The Netscape Enterprise Group is the primary product group in the Enterprise Solutions business of the Company. In

1ddition. the Company has formed Netscape Business Solutions to scll AOL and Netscape products and services to business
partners and cther companies.
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Netscape Enterprise Group

The Netscape Enterprise Group provides enterpnise software and services (o businesses that assist them n provding
SETVICEs [0 customers in the electronic commerce markets. The Netscape Enterprise group develops, markets, setls and \up.pum:i
broad suite of enterprise software, which consists ot electronic commerce infrastructure and electromic commerce apphications
targeted primarily at corporate intranets and extranets. as well as the Internet. The software allows users © share informaron.
manage networks and take their businesses online. The software is based on industry-standard protocots that can be deploved
4eToss 4 variety of operating svstems, platforms. databases and interconnected with traditional clienvserver applicatons. The
Netscape Enterprise Group also provides a variery of services to support is software products. including technical support.
professional services and training. Following the merger with Netscape in March [999. the Netscape Enterprise Group hegun
contributing to the Campany’s strategic alliance with Sun Microsystems. Inc. (see below ). -

Electronic Commerce [nfrastructure

The Electronic Commerce Infrastructure is a group of solutions for enterprise customers and [nternet Service Providers that
provide a flexible, scalable foundation on which the customers can build and manage their own extranet or Internet applications
or use the Electronic Commerce Applications. The Electronic Commerce Infrastructure provides a sers wes-ready platform
through such solutions as a directory and security service for managing users and applications. an application server for buiid
and deploying applicanions. and a messaging solution for hostng and delivering communications services such u
unified messaging.

Electronie Commerce Appiications

The Netscape CommerceXpert product family of electronic commerce applications enable businesses 1o link und manay
online trading communities of suppliers. distributors. and customers of all sizes and degrees ot technical »ophistication. The
Netscape CommerceXpert solutions are based on the same open protocols and scalable security architecture used tor
communications on the Internet. These solutions enable orgamizations to create more secure Internet commerce sites and
exchange information with trading partners.

Sun Alliance

In November 1998. the Company entered into a strategic electronic commerce alliance with Sun, which is now reterred ©
as the Sun-Netscape Alliance. In combination with dedicated resources from Sun. the Netscape Enterprise Group vperates the
Company's part of the alliance. The alliance builds and markets on a collaborative basis end-to-end electronic vommerse
solutions to help business partners and other companies put their businesses online. The alliance product portfolio provides
customers with scalable, integrated infrastructure software and a family of production-ready electronic commerce applicatons.
Products will be offered on the industry’s most widely available computing platforms. The infrastructure product porttoiie
includes: messaging (e-mail) and calendar. collaboration. Web. application. directory (network phone book) and certiticute
(security servers. The alliance offers a family of production-ready applications for electronic commerce. including commerce
exchange. procurement. selling and billing applications intended to make electronic commerce more efficient.  The alliance
initially will market and provide existing products trom cach of Sun and the Netscape Enterprise Group and then will include
collaboratively developed products. The alliance has 4 dedicated sales force that sells the full suite of products on muluipie
platforms. Support and integration services are also provided.

Viarketing

The Company s marketing efforts and activities in its Enterprise Solutions line ot business are conducted primanly throu.
Joint marketing efforts of the Sun-Netscape Alliance. The marketing goals of the Company s Enterprise Solutions business Jre
position the Sun-Netscape Alliance as the leading provider of electromic commerce applications and [ntemet inftastruv
software o power the Net economy. The Sun-Netscape Alliance has announced that it will develop. market and sell the produces
and systems through the alliance using the brund name “iPlanet.”

The marketing programs of the Company's Enterprise Solutions business focus on reaching corporate decision makers
drhy i

kev markets  Adverusing will focus on the Sun-Netscape Alliunce s leadership position in the industry. and the breadth and
innovation of the iPlanet product portfolio. Advertising media will include the Company's interactive online services .ind
properties. traditional print and broadcast advertising campaigns und bundling ugreements. A dedicated sales toree abso markets
the products and services sold or provided through the Sun-Netscupe Alliance directly to potentiai customers.

tfa
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The Enterprise Soqunons dusiness griizes customer mark2ing programs JdesiZned 10 nordise s
Laite over ame and customer saltstacuon. These programs include the recentdy announced iPlaper Customer Program
customer exiranet and speciatized ot markeung activities, a new customer guality initiatve and SUSIOMET ~dpoort and

Emplovees
A~ ot June 20, {999, the Company had approamately 12100 employees. America Online helieves thut i relations with sts
amplovees are good, Nene of the Company < emplovees are represented by g fabor union and the Company has never experenced

1 ork ~toppag

(28

Proprietary Rights

The Company relies upon a combination of contract provisions and patent. copynight. trademark and trade sevret faws w
orotect its proprietary rights in its products and services. The Company distributes its products and services under agreements tha
2rant members. users or customers a license to use 1ts products and services and relies v the protecnons artorded by
copsright 1aws 1o protect against the unauthorized reproduction of its products. To license its products. the Company relie
20 Ushrink wrap” licen<es that are not signed by the end-user and, therefore, may he unentorceable under the o
the Company attempts to protect sy ‘rade ~evrers and ather proprietary
vsuitants. The Company has also tiled for a number of patents for rechnology s
-h the Company intends to protect i< rights vigorously, there can be no assuranc
ng unauthonzed use of the Company < products and services is dirficult and the steps taken
the musapproprianon of the Company's technology and tntellectual property rights. In addition. effectve putent. tr
<ecret and copynight protection may be unas atlable or limited in certain foreign countries.

in

The Company secks to protect some of the source code of its products as 4 trade secret and as an unpublished copyr
work. Source code for certain products has been or will be published in order to obtain patent protection or o register copynzht
in <uch source code. Other source code has heen distributed under open source code licenses. The Company has obtained tederal
trademark registration of a number of marks. tncluding Amenca Online. AOL. Buddy List, Netscape, Netscape Navigator:
AOL's mnangle design logo: and Netscape's N7 logo and ship's wheel logo. and has trademark rights in the U.S. and abroad in

many other proprietany names including. AOL.COM. Digital City. ICQ. AOL Instant Messenger. AOLnet. Netscupe Neteenter
Youve Got Mail” and CompuServe.

s o7

The Company believes that its products. trademarks and other proprietary rights do not intringe on the proprictury
third parties. From tme to time. howeser. the Company has received communications from third parties asserting that reatures.
Contents or names of certuin of its services or products may infringe patents. copyrights. trademarks and vther rights of such
parties. No lingaton is pending in this area that would have a material adverse effect on the Company '~ ability o develop.
market and sell its products or operate its services. There can be no assurance that third parties will not ussert infringement claims
against the Company in the future with respect Lo current or future features or contents of services or products or that any such
assertion may not result in ligauon or require the Company to enter into rod aity arrangements. Third parties also challenge the
Company < marks from time o tme and such challenges may result in linitation or loss of trademark rights to such propnietur:

mdrks.

Regulatory Environment: Public Policy

In the United States and most countries in which the Company conducts its major operations. the Company is not currentls
wihiect o direct rezulation other than pursuant to laws applicable o businesses generalls. including businesses vperating
[nternet. Adverse developments in the legal or regulutory environment relating o the interactive online services and

in the United States, Europe. Asia or clsewhere could have a matenal adverse erfect on the Company <
ndition and operating results. A number of legislative and regulatory proposals from vartous internatonal bodies

ndusIry

Onangal oo

foreren and domestic governments in the areas of telecommunicauons regulation. particularty reluted o the :ntrastructures «

e

ICigs

ts. access charges. encryption standards and reluted export controls. content regulation. <
: rtiving. intellectual property. pnivacy. electronic commerce. and taxation. tarift and other trade bamers. ait
er~. are now under consideration. The Company is unable at this ume © predict which. if any. of such propesals muy he

afich the

W

wdopted and. of adopted. whether such proposals would have a bencficial or an adverse eftect on the Company » Business.
‘inanetal condition and operating results. The Compuny has supported certain proposals designed to enhance markel aeeess J
competition in the offering of both narrowband and broadband [nternet services i the United States and in forcign markets &
belies e~ thai the adoption of such proposals would have a beneficial effect on the development of the [nternet medium and of the

Compam ~ prospects. The Company is unable. at this time. to predict whether any such proposals will be adoepted.
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Moreover. the manner in which exisung domestic and foreign laws oncluding Directive 95/46/EC of the European
Parliument and of the Eurcpean Council on the protection of individuals with regard to the processing ot personal data und on the
free movement of such data) will or may be applied to online service and Internet access providers is uncertain. us is the ettect on
the Company's business given different possibie applications. Similarly. the Company is unable to predict the etfect on the
Company from the potential future appiication of various domestic and foreign laws governing content, 2xport restrictions.
privacy. consumer protection. export controls on encryption technology. tantts und other trade barmers. intellectual property und
faxes,

The Company actively works both in the United States and internationally with industry groups and alliances. as well s
public iterest groups and representatives of government on issues affecting the interactive media. including issues such as
privacy measures and policies. obscenity and pornography. consumer protection. taxation of interactive services and use,
regulation of means of access 10 the Internet and intellectual property issues such as the application of copynght laws to the
interactive medium. For example. the Company is a member of the openNet Coalition. a coalition of industry leaders promoting
open access to broadband technologies: the Internet Alliance and the NetCoalition.com. Internet industry associations. and the
Online Privacy Alliance formed to address privacy issues in the interactive medium and is a member of the steering commuttess
of TRUSTe and BBB Online. each of which is developing enforcement systems for private sector commitments to fair
infurmation practice principles.

The Company belteves that industry-led standards o address issues facing the interactive medium will resuit i orkahie
solutions without restncting the further development of the medium. The Company seeks to educate representatives of ind
sovernment and public interest groups on the benefits to society of the new inleracuve services medium and of the greater
fikelihood of society’s achieving those benefits through the independent industry-led and market driven approaches oudl ned
above. [n the Company's view. such an approach will provide a greater acceptance of the medium by consumers around the worid
and a more favorable environment for the acceptance of the Company’s products and services. Some of the issues the Company
is focusing on are the protection of privacy. online tools to permut user choice of ¢ontent. prosecution of online cnmes.
safeguarding of children. enhancement of online security. education and learming. online community activities. fostering citizen
and parental education and involvement and protection of intellectual property. The Company has adopted internal poiicies and
principles regarding these areas and has implemented features in its services, such as its Parental Controls feature. chat safety ups
posied promuinently on the Kids Only channel of the AOL service. and the Notify AOL feature that enables members to report
inappropriate activity on the AOL service, as further support for its standards. The Company is unable at this time to predict
whether this approach will be adopted by government and whether the positive regulatory environment being sought by this
approach will be forthcoming.

Available Information

The Company files annual. quarterly and special reports, proxy statements and other information with the Secuntes and
Exchange Commussion. Any document the Company files with the Commission may be read or copied at the Commission '~
public reference room at 430 Fifth Street. N.W., Washington. D.C. 20549. Please call the Commission at |-800-SEC-0330 for
further information on the public reference room. The Company’s Commission filings are also available to the public at the
Commussion’s Web site at http://www sec.gov.

[tem 2. Properties

The Company maintains facilities and offices at various locations throughout the United States and the rest of the world for
generul corporate purposes, including technology centers. customer call centers. office space and headquarters.

America Online maintains its headquarters faciliies in Dulles. Virginia. and holds various properties at and near the
headquarters facilities that are used principally in its Interactive Online Services business. The Company feases otfice space 0
the following locations for Customer Call Centers: Tucson. Arizona: Jacksonville, Florida: Albuquerque. New Mexico.
Oklahoma City. Oklahoma: Ogden, Utah: and the Philippines. The CompuServe service has its primary operations in Columbus.
Ohio. and has various properties at and near those facilities. Digital City leases oftice space in the United States cities for which it
srovides local interactive content and services. MovieFone leases otfice space in New York City. but is moving ils operations i
lewsed office space (n Westchester, New York. [CQ maintains its operations in Israel. The Enterprise Solutions business has s
primary operations i Mountain View, California, and has vanous other properties throughout the United States and 0 other
countries.
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he foflowmng

:abie <e1s forth mformation on the Company < matenal properues:

(1+ Two addinonal facilities are under construction at this site that. when completed. will add 380.000 sq. ft. to the current siZe
Both facilities are expected to be completed in 2000,

v This propernty is held subject to a mortgage.

, The Company acquired 25.5 acres of land in Manassas. Virginia in February 1999. The technology center be located on
the property is under construction and is expected to be completed in early 2000.

Item 3. Legal Proceedings

The Company is a parly to varous litigation mauers, investigations and proceedings. including a sharehotder demy
filed in Delaware chuncery court against certain current and former directors of the Company alieging viola B
securiuies laws. The Company has settied the shareholder denvative suit and obtained the approval of the Delawars chanc
court on terms that will not have a material adverse effect on the finuncial vondition or results of operations of the Compans

he Department of Labor ("DOL™ 1s investigating the applicability of the Fair Labor Standards Act ¢ FLSA™: w0 the
Company s Community Leader program. The Company believes the Community Leader program reflects industry practices. inat
the Community Leaders are volunteers, not employees. and =« the Company s actions comply with the law. The Company 1s
cooperating with the DOL. but is unable to predict the outcume of the DOL's investigation. Former volunteers have sued the
Company on behalf of an alleged class consisting of current and former volunteers. alleging violations of the FLSA und
comparable state stautes. The Company beiieves the claims have no merit and intends to defend them vigorously. The
Company cannot predict the outcome of the claims or whether other former or current volunteers will file additional actions.

The costs and other effects of pending or future litigation. governmental investigations. legal and administraure cases and
proceedings iwhether civil or criminal), settlements. judgments and investigations. claims and changes in those matters
rincluding those matters described above). and developments or assertions by or against the Company relaung to intellect
property rights and intellectual property licenses. could have a material adverse effect on the Company’'s business. finunvid
condition and operating results. Management believes, however. that the ultimate outcome of all pending litigation should aw
have a matenal adverse effect on the Company's financial position and results of operations.

Item 4. Submission of Matters to a Vote of Security Holders

Not Applicable.
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PART II
Item 5. Market for Registrant's Common Equity and Related Stockholder Matters
Market Price of Common Stock

o The following table sets forth the range of high and low sale prices for the Company's Common Stock for the periods
indicated and reflects all stock splits effected by the Company:
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The Company has never declared. nor has it paid. any cash dividends on its Common Stock. The Company currentls
to retain its earnings to finance future growth and. therefore. does not anticipate paying any cash dividends on its Commaon Stock
in the foreseeable future.

As of July 26, 1999. the approximate number of stockholders of record of Common Stock was 24.600. In addition. there
were approximately 1.9 million beneficial holders of the Common Stock. representing persons whose stock is in nomtnee or
“street name” accounts through brokers.

Exchange Information
The Company's Common Stock is traded on the New York Stock Exchange under the symbol "AOQOL."

Options on the Company's stock are traded on the Chicago Board Options Exchange, the American Stock Exchange. ahd the
Pacific Stock Exchange.

Recent Sales of Unregistered Securities

On May 28, 1999, the Company acquired Spinner Networks Incorporated in exchange for the issuance of approximately 1.4
million shares of Company common stock. The transaction was a private placement and exempt from registration pursuant to
Regulation D of the Securities Act of 1933, as amended.

On May 28, 1999, the Company acquired Nullsoft, Inc. in exchange for the issuance of approximately 720,000 shares of
Company common stock. The transaction was a private placement and exempt from registration pursuant to Reguiation D of the
Securities Act of 1933, as amended.
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Item 6. Selected Financial Data

[

Net mcome in the fiscal vear ended June 30. 1999. mcludes special charges of 395 million related to mergers and restructunings. 3
meHion in transition costs and a net gain of $567 million related to the sale of investments in Excite. Inc. Net loss in the fiscal »2ar ended
June 30. 1998 includes special charges of $75 mullion related to mergers and restructurings. $94 million related to acquired in-process
research and development and $17 million related to seulements. Net loss in the fiscal year ended June 30. 1997, includes special charges
of 33185 million for the write-off of deferred subscriber acquisition costs. $49 million for restructuring. $24 mullion for contract
rermunations. $24 million for a legal setttement and $9 muilion related to acquired in-process research and development. Net income in the
fiscal vear ended June 30. 1996, includes special charges of $17 millicn for acquired in-process research and development and 53 muilion
in merger related costs. Net loss in the fiscal vear ended June 0. 1993, includes special charges of 350 mullion for acquired in-provess
research and development and $2 million for merger expenses.

EBITDA 15 defined as net income plus: 11} provision/tbenefit) for mcome taxes. (2) INTErest expense. {2} depreciation and amortization
and 141 special charges. For the fiscal years ended June 30. 1997 and prior. EBITDA does not add back the amoruzauen ot subserther
acyuisition costs. The Company considers EBITDA an important indicator of the operational strength and performance of ity business
inciuding the ability 10 provide cash flows to service debt and fund capital expenditures. EBITDA. however. should not be considered un
Lternutive [0 Operatag of net income as an indicator of the performance of the Company. or as an alternative to cash flows from oper
Lotiy ities as 4 measure of liquidity. in each case determined m accordance with zenerally accepted accounting principles GAAPT:
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[tem 7. Management's Discussion and Analysis of Financial Condition and Results of QOperations

MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Overview

Founded 'n 1985 Amernica Online. Inc.. ("Amenica Online” or the "Company”™) based in Dulles. Virginia. is the world's
leader 1n interactive services. Web brands, Internet technologies. and electronic commerce services. The Cot'npan_\ operates two
worldwide subseniption based Internet online services. America Online. with more than 18 million members, and CompuServe.
with approximately 2 million members: several leading Internet brands including ICQ. AOL Instant Messenger and Digital City,
Inc.: the Netscape Netcenter and AOL.COM Internet portals: the Netscape Communicator client software, including the Netscape
Navigator browser: AOL MovieFone. the nation’s number one movie listing guide and ticketing service: and Spinner Networks
Incorporated and Nullsoft. Inc., leaders in Internet music. Through its strategic alliance with Sun Microsystems. Inc.. the
Company also develops and offers casy-to-deploy. end-to-end electronic commerce and enterprise solutions for companies
operating in and doing business on the Internet.

The Company currently has two major lines of businesses organized into four product groups. These roups are ~upporicd
hy 3 common infrasiructure. This organization structure allows the Company o develop and grow multiple revenue ~ire.
utihizing the common infrastructure deross the muluple brands it currently has, as well as cost-etfecuvely compete in new il
2merging markets.

Interactive Online Services Business
The Interactive Services Group

The Interactive Services Group operates the Company's interactive products: the AOL and CompuServe services and their
related brand and product extensions. including AOL Instant Messenger and AOQL.COM: Netscape Netcenter: and the Netscape
Communicator client software. including the Netscape Navigator browser. This group 1s also charged with rapidly delivering
high-quaiity, world-class products. feawres and functionality across all branded services and properties and also has
responsibility for broadband development and AOL devices like AOL TV.

The Interactive Properties Group

The Interactive Properties Group operates [CQ. Digitai City. MovieFone, Direct Marketing Services ("DMS"i. Spimner
Networks Incorporated and Nullsoft. Inc.. developer of the Winamp and SHOUTcast brands. This group is responsit  “or

building new revenue streams by seeking out opportunities to build or acquire branded properties that operate across m 2
services or platforms.

The AOL International Group

The AOL International Group oversees the AOL and CompuServe services outside of the U.S.. as well as the recently
announced Netscape Online service. The AOL International Group operates the AOL and CompuServe brands in Europe with 1ts
joint venture partner Bertelsmann AG: AOL Canada. a wholly-owned subsidiary of America Online. Inc.: AOL Japan. with its
joint venture partners Mitsui and Nikkei; and AOL in Australia with Bertelsmann. America Online plans to launch services in
Hong Kong with China Internet Corporation and in Latin Amenca with the Cisneros Group.

Netscape Enterprise Solution Business

The Nerscape Enterprise Group

rha
me

e Netscape Enterprise Group serves Netscape's enterprise customers and contributes 10 America Online’s part
The Netscap p p pe P

stregic alliance with Sun. In combination with dedicated resources from Sun. the Netscape Enterprise Group delivers cusy-io-
deploy. end-to-end solfutions to help business partners and other compantes put their businesses online.
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Competition

The Company competes with a wide range of other companies in the communications. advertising, sntertainment.
information. media, Web-based services. software. technology. direct matl and electronic commerce fields for subsen
advertising. and commerce revenues. and in the development of distribution technologies and equipment in its [nteracure On
Services business. The Companyv also competes with a wide range of companies in the development and sale of <l
commerce infrastructure and applications in its Enterprise Solutions business.

o Competitors for subscription revenues include:
— online services such as the Microsoft Network. AT&T Worldnet and Prodigy Classic
— national and local Intemet service providers. such as MindSpring and EarthLink
— long distance and regional telephone companies offering access as part of their telephone service. such as AT&T
Corp.. MCI WorldCom. Inc.. Sprint Corporation and regional Bell operating companies
— vuble television companies

— cable Internet access services oftered by companies such as Excite @ Home und Road Runner Group

s Competitors for advertising and commerce revenues include:

— online services such as the Microsoft Network. AT&T Worldnet und Prodigy Classic

— Web-based naviganon and search service compantes such as Yahoo! Inc.. Infoseek Corporation :to be acquired by the
Walt Disney Company}. Lycos. Inc. and Excite@Home

— global media companies including newspapers. radio and television stations and content providers. such us the
National Broadcasting Corporation. CBS Corporation. The Walt Disney Company. Time Wamner Inc. The
Washington Post Company and Conde Nast Publications. Inc.

— cable Internet access services otfered by companies such as Excite@Home and Road Runner Group

— Web sites focusing on content, commerce. community and similar features such as Amazon.com and eBay

e Competition in the development of distribution technologies and equipment includes:

— broadband distribution technologies used in cable Internet access services offered by companies <uch as
Excite @ Home and Road Runner Group

— advanced telephone-based access services offered through digital subscriber line technologies otfered by local
telecommunications companies

— other advanced digital services offered by broadcast. satellite and wireless companies

—— television-based interactive computer services. such as those oftered by Microsoft's WebTV

— personal digital assistants or handheld computers. enhanced mobile phones and other equipment offering functienal
equivalents to the Company s features

e Competitors in the development and sale of electronic commerce infrastructure and applications include:

— providers of electronic commerce infrastructure such as server software. including International Business Machines
Corporation, Microsoft Corporation. Oracle Corporation. Novell. Inc.. Software.com. Inc.. BEA Systems. Inc. 2
the provider of the Apache Web Server

__ oroviders of electronic commerce applications including [nternational Business Machines Corporation. Oricie
Corporation, General Electric Information Systems. Microsott Corporation. PeopleSoft, [nc.. SAP A.G. Open
Market. Inc.. Ariba Technologies. CommerceOne. Sterling Commerce. Inc. and BroadVisien. Inc.

Some of the present competitors and potential future compettors of the Company mayv have greater financial, e
marketing or personnel resources than the Company. In addition. as a result of acquisitions. cerain competitors ure able 1
both Internet access and other services. such as cable television or telephone service. and such consolidation may continue
compettive environment could have a variety of adverse effects on the Company. For example. it could:

A

o negatively impact the Company s ability o generate greater revenues and profits from sources other than online sers e
subscription revenues. such as advertising and electronic commerce
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lrmit the Company s opporunities o enter into or renew agreements with content providers and distribution partners

o limit the Company "< abiiiny o develop new products und senvices

e limit the Company > ability 1o continue o grow Or sustain its subscriber base

» require price reductions in the subscripuon tees for online services and require increased spending on marketing. network
capacity. content procurement and product and teatures development

¢ require price reductions in the Company’s enterprise software products

¢ result in a loss of the Company s market share n the enterprise software industry

* require an increase in the Company’s sales and marketing expenditures

Any of the foregoing events could have an adverse impact on revenues or result In an increase in costs as 1 percentage of
revenues. either of which could have a matenal adverse etfect on the Company's business. financial condition and operating

results.

Consolidated Resuits of Operations

Revenues

The foilowing rable and discussion highlights the ravenues of the Company for the yeurs cnded June 30, 1999, i99x
{997,

Ttal raven

The Company generates three main types of revenues: subscription services: advertising. commerce and other: und
enterprise ~olutions revenues. Subscription services revenues are generated from customers subscribing to the Company's AOL
service and. effective February |. 1998. the CompuServe service. Advertising, commerce and other revenues ure non-
subscription based and are generated mainly from businesses marketing to the Company's base of subscribers and users dcross s
multiple brands. Advertising. commerce and other revenues mainly consist of advertising and related revenues. fees associated
with electronic commerce and the sale of merchandise. Enterprise solutions revenues consist principally of product licensing fees
and fees from technical support. consulting and training services.

Subscription Services Revenues

Currently. the Company's Interactive Online Services business generates subscription services revenue primarily from
subscribers paving 1 monthly membership fee. Prior to December 1. 1996. a significant portion of online service revenues were
comprised of hourly charges based on usage in excess of the number of hours of usage provided as part of the monthiy fee. With
the introduction of flat-rate pricing. as described below. the portion ot oniine service revenues which are generated from hourls

charges hus decreased substanually.

Effective December 1. 1996. the Company began offening several pricing alternatives to the AOQL service in the U S wmed
at prosviding a variety of price ponts designed to appeal to a wide runge of consumers. The Company's current pricing options are

as fotlows:

® A standurd monthly membership fee of $21.95. with no additional hourly charges ithe Flat-Rate Plan™). Subseribers
can also chuose [0 prepay for one yeur in advance at the monthly rate of $19.95. The Company increased the price of 118
Flat-Rate Plan trom $19.93 per month to $21.95 per month. and the effective monthly rate of the annual plan from
$17.95 per month to $19.95 per month. effective at the start of each member's monthly billing cycle in April 1998
Thase subscribers who were currently on the annual plan were not subject to an increase until their renewal date. These
increases were implemented in order to fund the continued improvement of members’ online expenience and to kee
pace with the cost to the Company of members' increased usage.
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»f three hours for 34,935 per month. with additonal tme priced 2t $2.30 per hour.

®  Analternatnve etfening of $9.935 per month tor unlimited use—for those subscrbers who have an Internet connecnion
other than through AOL and use this connection 10 access AQOL services.

Prior to December 1. 1996. the Company's standard monthly membership tee for its AOL service in the U.S. which
included five hours of service. was $9.93 per month. with a 52 95 hourly fee for usage in excess of tive hours per month. Existing
members at Decampbper . 1996. could retain the 59.95 / five hour pricing upon requesi. For the period Juiy 1. 1996 throu R
November 3. 1996, the Company also offered 4 pricing plan which included 20 hours of service for 319 QS'per month. with &
52.95 hourly fee for usage 1 excess of 20 hours per month ithe "Value Plan™i. This plan was discontinued upon the avaiubiiity
of the Flat-Rate Plin un December 1. 1996, '

Effective Februury 1. 1998, the Company offered the following price plans for the CompuServe service:

® A\ standard monthly membership offering of five hours for $9.95 per month. with additonal ume pnced at S29% per
hour. '

®  Ap alternaise offening of S24.93 per month with no addiuonal hourly charge.

During fiscal 1999, the Company luunched CompuServe 2000 which unlizes the same platform and nfrustructures 42 ihe

service, This service offered the tollow g price plans:

® A\ undard monthly membership oftering of 20 hours for $9.95 per month. with additionul time priced at S2.95 per
hour.

®  Apaiternative offering of $19.93 per month with no additional hourly charge.

At June 30. 1999, the Company had approximately 17.6 million AOL brand subscribers. including approximately (3.5
million in North America and approximately 2.1 million in the rest of the world. Also at that date. the Company had
approximately 2 million CompuServe brand subscribers. including approximately | million in North America and approximaiely
| million in the rest of world. At June 30. 1998, the Company had approximately 2.5 million AOL brand subscribers. tncludin
approximately 11.2 million in North America and approximately 1.3 million in the rest of the world. Also at that date.
Company had approximately 2 million CompuServe brand subscribers. including approximately 1 miilion in North Amertea and
approximately | million in the rest of world.

-

For fiscal 1999, subscription services revenues increased from $2.183 million to $3.321 million. or 52%. aver fiscal 1998
This increase was comprised of an increase in AOL subscription services revenues of 31.020 million. as well as CompuScrie
subscription services revenues of $118 million, which begun in February 1998. The increase in AOL subscription sorsices
revenues was primarily attributable to a 38% increase in the average number of AOL North American subscribers ror fiscal {994,
compared to fiscal 1998, as well as un 8.2% increase in the average monthly subscription services revenue per AOL North
American subscriber. The average monthly subscription services revenue per AOL North Amencan subscriber increased from
$17.9% in fiscal 1998 10 $19.42 in fiscal 1999. This increase was principally attributable to the increase in the Flat-Rate Plan
membership fee rrom $19.93 to $21.95. which became etfective in April 1998.

For fiscal 1998, subscription services revenues increased from $1.478 million to $2.183 million, or 489 over fixcal {997
This ncrease was comprised of an increase in AOL subscription services revenues of $637 million. as well as CompuSerne
ahscription services revenues of $88 million. which began in Februury 1998, partially offset by a S20 mullion decrease
subscription services revenues from the Company's [nternet service. Giohal Network Navigator ("GNNTL which w
disconunued in fiscal 1997, The increase tn AOL subscription services resenues was pnmarily atbutuble 1o a :
the average number of AOL North American subscribers for fiscal 1993, compared to fiscal 1997 as well as 2 277 incredse
the average monthly subscription services revenue per AOL North American subscriber. The average monthly subscript
services revenue per AOL North American subscnber increased from $17.48 in fiscal 1997 t S17.95 in fiscal 1998 This
ncrease was principaliy attnbutable tw a reduction 1 the amount of refunds/credits issued to subscribers in fiscal 1998,

HAUTCUNG
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Advertising, Commerce and Other Revenues

An important component of the Company's business strategy in its Interacuve Online Services bustness is an increasi
reliance on advertising, commerce and other revenues. These revenues include advertising and electronic commerce fees
sale of merchandise. as well as other revenues. which consist primartly of rovalty fees and development revenues. as well uxy dutu
network service revenues generated by ANS Communications. Inc. ("ANS™) (through its sale in January 199%). The growth ot
advertising, commerce and other revenues 15 important © the Company's business objectives. as these revenues pu_-mxde an
important contribution to the Company's operating results.  Advertising revenues are expected to grow in importance as the
Company continues to leverage its large. active and growing user base. This user base not only includes the payving subscnibers
of the AOL and CompuServe services. it also includes users of the Company's other branded portals and sers ices such as AOL
MovieFone, Netcenter (with more than 17 million registered users). AOL.COM. ICQ (with almost I3 million active registerad
users) and Digital City. Affecung the growth in advertising, commerce and other revenues is the backlog halance as of June 30,
1999, {998 and 1997 of $1.519 million. 3511 million and 3180 million. respectively. During fiscal 2000. approximately S6xti
million of revenues will be generated from the June 30. 1999 backlog.

The following table summarizes the material components of advertising. commerce and other revenues for the vears ended
June 30, 1999. 1998 and 1997

Advertising. commerce and other revenues increased by 84%. from 3543 million in fiscal [998 to $1.000 million in fiscal
1999. More advertising on the Company's AOL service and Netcenter portal. as well as an increase in electronic commerce fees
drove the increase. Advertising and electronic commerce fees increased by 114%. from $338 million in fiscal 1998 to 3765

million in fiscal 1999.

Advertising, commerce and other revenues increased by 76%. from $308 million in fiscal 1997 to $543 mullion in fiscal
1998. More advertising on the Company's AOL service and Netcenter portal. as well as an increase in electronic commerce feas
pnmarily drove the increase. Advertising and electronic commerce fees increased by 134¢%. from $147 million in fiscal 1997 ©
$358 million 1n fiscal 1998,

Enterprise Solutions Revenues

The Netscape Enterprise Solutions business generates revenues that consist pnncipally of product licensing fees and fees
from technical support. consulting and training services. The Netscape Enterprise Group focuses on providing businesses a range
of software products. technical support. consulting and training services. These products and services enable businesses and users
to share information. manage networks and facilitate electronic commerce on the Internet. In November {998, the Compun>
entered into a strategic alliance with Sun Microsystems. Inc. ("Sun™). a leader in network computing products and services. 1o
accelerate the growth of electronic commerce. The strategic alliance provides that. over a three vear period. the Company wiil
develop and market, together with Sun, client software and network application and server software for electronic commerce.
extended communities and connectivity, including software based in part on the Netscape code base. on Sun code and technolog:
and on certain America Online services features. to business enterprises.

Enterprise solutions revenues increased by 25%. from 3365 mullion in fiscal 1998 to $436 million in tiscal 1999 The
increase was due to an increase in product sales related to server applications and consulting services coupled with the decline in
revenues in fiscal 1998 due 1o offering the Netscape Communicator client software. including the Netscape Navigator browser

for free starting in January 1998.

Enterprise solutions revenues decreased by 11%. from $411 million in fiscal 1997 to $363 million in fiscal [99%. The
decrease was due to offering the Netscape Communicator client software, including the Netscape Navigator browser for free
starting in January 1998, offset by an 18% increase in product sales related to server applications and consulting services.
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Costs and Expenses

The tollowing table and discussion highlights the costs and ¢xpenses of the Company for the seurs ended June 0, 1904
1998 and 1997, ) ’ T '

B
Oyt
)

IR

Cost of Revenues

Cost of revenues includes network-related costs, consisting primarily of data network costs. personnel and related costs
associated with operating the data centers. data network and providing customer support. consulting. techniwcal support/training
and billing. host computer and network equipment costs. the costs of merchandise sold. royaities paid to information and service
providers and rovaities paid for licensed technologies.

Since the introduction of the Flat-Rate Plan for the AOL service in December 1996, the Compuany has experienced u
significant increase in both: 11 subscnber usage. which is mainly due to the growth of the subscriber base. and 2) the average
monthly usage per subscriber as subscribers spend more and more time online. These increases have the potental 1o increase
network cost on both an absolute dollar basis, as well as a percentage of revenue basis. While the growth in subscriber usage and
the related costs generally are consistent with the increases in subscription service revenues. the increase in usage and related
costs per subscriber could impact operating margins. Average monthly subscriber usage in the first quarter of fiscal 1997, the last
yuarter before the introduction of flat-rate pricing, was approximately 7 hours. In fiscal 1998, average monthly subscriber usage
ranged between 20 and 23 hours. and was approximately 22 hours in the fourth quarter of fiscal 1998. In fiscal 1999. average
monthly subscriber usage ranged between 24 and 27 hours and was approximately 27 hours in the fourth quarter of fiscal 1999.
The Company has. and plans to continue to minimize the impact of the aforementioned increases by increasing advertising.
commerce and other revenues and by reducing network costs. on a relative basis (either on a per-hour basis or as 4 percentuge ol
total revenues). An important factor in reducing network costs is the reduction of the costs of operating the Compuns’s duta
network. on a per-hour basis. through volume discounts and more efficient utilization ot AOLnet. the Compuny's TCP/IP
network. The Company expects that the growth in advertising. commerce and other revenues, assuming such growth continues,
will provide the Company with the opportunity and flexibility to fund the costs associated with the increased usage resulting from
flat-rate pricing. as well as programs designed to grow the subscnber base and meet other business objectives.

Eor fiscal 1999. cost of revenues increased from $1.811 million to $2.657 million. or 47, over lfiscal 1998. and decreascd
s 4 percentage of total revenues from 38.6% to 55.6%. The increase in Cost of revenues in fiscal 1999 was primarily aunbutapic
{0 increases in data network costs. host computer and network equipment costs and personnel and related costs associated w
sperating the data centers. data network. providing customer support. consulting. technical supporvtraining and bithng. Duta
actwork costs increased primarily as a result of the larger member base and more usage per member. Host computer dand network
cquipment costs, consisting of lease. depreciation and maintenance expenses. increased as a result of addivonal host computer
.nd network squipment. necessitated by the larger member bhase and more usage by members. Personnel und related o3

Syui
SF

octuted with operating the data centers. data network. providing customer support and bitling increased primarnly as a4 resuity
¢ requirements of supporting a larger data network. 4 larger member buse and increased subscription services revenues
Personnel and related costs associated with consulting and technical support/training wncreased due to providing addional

B b
P

it

IS

customer support and professional services. The decrease in cost of revenues as 4 percentage of total revenues was primariy
attnbutable to growth of the higher margin advertising, commerce and other revenues. as well as a decrease in network-related
costs as 4 percentage of subscription services revenue.
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For rizcal 19950 cost of revenues mereased from 31162 million o SESLE mitlion. or 3677, aver fiscal 1997, and increased
ds o percentage of il revenues from 32.9% 10 38.6%. The increuse tn cost of revenues in fiscal 1998 was primaniy aitributapie
to 1ncreases in Jata network costs. host computer and network equipment costs and personnel and related costs ssoctated with
operating the Jata centers. data network. providing customer support. consulting. technical support/training and billing. Data
network costs increased primarily as a result of the larger member hase and more usage per member. Host computer and fetwork
Squipment costs. consisting of lease. depreciauon and maintenance expenses. increased as a result of additional host computer
and network equipment. necessitated by the larger member base and more usage by members. Personnel and related costs
assoctuted with operaung the data centers. data network. providing customer support and billing increased primartly as a resuit ot
the reguirements ot supporting a iarger data network. a larger member base and increased subscription services revenues
Personnel and related costs associated with consulting and techmical supporvtramning increased due to providing additionat
customer support and professional services. The increase in cost of revenues. as 4 percentage of total revenucs. in fiscal 1998
wus primantly atributable to an increase, as a percentage of total revenues. in host computer and network cquipment costs
coupled with the decrease in revenues related to the high margin Netscape Communicator client software (including the Netscape
Navigator browser) partially offset by a decrease. as a percentage of totul revenues. in royalties paid to informaton and service
providers.

Sales and Marketing

Sales and markenng axpenses include the costs to acquire und retain subscribers. the operating 2xpenses associated wi
sglos und markeung organizations and other general marketing costs.

Murketing expenses have Jdeclined as a percentage of revenues primarily as a result of the improved value pro H
offered by flat-rate pricing. which has resulted :n improved subscriber acquisition and retention rates. us vompared o rates
achieved prior to flat-rate pricing. The Company's marketing strategy ts expected to continue to emphusize brand adsertising
across multiple brands as well as cost-effective bundling agreements. where the Company's products are widely distributed w:th
new personal computers, the Windows operating system and other peripheral computer equipment and software. Additionally.
the Company will continue to market its products via direct mail programs.

For fiscal 1999, sales and marketing expenses increased from $623 million to $808 million. or 30%. over fiscal 1998. und
decreased as a percentage of total revenues from 20.2% t0 16.9%. The increase i sales and marketing expenses for fiscal 1999
was mainly attributable to an increase in direct subscriber acquisition costs. brand advertising across multuple brunds and
personnel costs associated with expanding the Netscape Enterprise business. The decrease as a percentage of total revenues was
primarily a result of the substantial growth in revenues.

For fiscal 1998, sales and marketing expenses increased from $608 million 1o $623 million, or 2%. over fiscal 1997 and
decreased as a percentage of total revenues from 27.7% to 20.2%. The increase in sales and marketing expenses for fiscal 199R
was mainly attributable to an increase in Netcenter staffing and related sales commissions. partially offset by a decrease in
subscriber acquisition costs.  The decrease as a percentage of total revenues was mainly due to the decrease in subscnber
acquisition costs.

The Company made a change in the first quarter of fiscal 1997 which resulted in subscriber aequisition costs betng expensed
for periods subsequent (o the first quarter of fiscal 1997, versus being capitalized and amortized over twenty-tfour moenths in the
first quarter of fiscal 1997 and prior. As a result of the aforementioned change in accounting estimate. the balance of deterred
subscriber acquisition costs as of September 30. 1996. totaling S385 million. was wntten off. For addinonal information
regarding this change. refer to Note 3 of the Notes to Consolidated Financial Statements.

For fiscal 1998, <ales and marketing expenses. before capitalization and amortization. decreased from S679 milhon 1o S22
miihon. or $.2¢7, over fiscal 1997. and decreased as a percentage of toral revenues from }0.9% to 20.2¢%. The decrease in sules
and marketing cxpenses for fiscal 1998, before capitalization und amortzation. wius primarily attributable o o decrease in
ubseriber acquisition costs. The Company was able to decrease its subscnber ucquisition costs primaniy as a rasult of the
‘mproved value proposition offered by flat-rate pricing. which has resulted in improved acquisition and retention rates. as

compared to rutes achieved prior to flat-rate pricing.
Product Development
Product development costs consist of personnel and related costs for research and development efforts and other product

development costs either prior to the development effort reuching technological feasibility or ence the product has reached the
maintenance phase of its life cvele.
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For fiscal 1999 product development costs increased from $239 million to $286 million, or 207, over fiscal 1998, and
Jecreased as a peroentuge of ttal revenues from 7 77 10 6.0% The increase in product development costs was pamaniv due o
4n increase in the number of technical emplovees to support additional products across multipie brands. The decrease in product

development costs as a percentage of total revenues was pnimaniy a result of the substantial growth in revenues.

For fiscal 1998. product development costs increased from 195 million to 3239 million. or 23%. over fiscal 1997, and
Jevreased as a percentage of wtal revenues from 3.9 to 7.7%. The increase in product development costs was primarily due to
4N ineredase i perseonnel costs resulting from the Company s acquisitions of Actra Business Svstems LLC iAcua™, KIVA
Sottware Corporation 1"KIVA™) and the online service of CompuServe (see Note 8 of the Notes o Consolidated Financiad
Statements). The decrease in product development costs as a percentage of total revenues was primanly a result of the substanual
g!’L"\\-{h 1N revenues

General and Administrative

For fiscal 1999. general and administrative expenses increased trom $328 million to $408 million. or 247, over fiscul 199X,
and decreased as a percentage of total revenues from 10.6% to 8.3%. The increase in general and admimstrative costs for fmweul
1999 was pnmanly stinibutable 10 higher personnel costs. including payroll taxes associated with employee stock oprien
exercises. The decrease in general and administrative costs as a percentage of total revenues was primarily attributabie o
substantial growth in revenues.

zenerul and administraiiy e 2xpensas increased from S220 miltion to $328 mullion. or 49%. over

For fiscal
and incroased slightly s o percentage of total revenues from 10.0% to 10.6%. The increase in general and administrative ;
fiscal 199%. and such costs as 4 percentage of total revenues. was pamanly attributable to higher personnel and related costs.
which included compensatory stock options and other charges primanly related to the sale of ANS. as well as increuses o
professional fees. principally related to legal marters.

Amortization of Goodwiil and Other Intangible Assets

Amortization of goodwill and other intangible assets increased to $65 million in tiscal 1999 trom $24 million in fiscal 1998
and 36 million in fiscal 1997. The increase in amortization expense over the three years is primarily atnbutable to goodwill
assoctated with the acquisitions of Mirabilis. Ltd. "Mirabilis™) in June 1998, CompuServe in January 1998. DigitalStvie
Corporation +“DigitalStyle™) and Portola Communications. Inc. (“Portola”) in June 1997, and Actra in December 1997, as well a»
purchases of various companies made by the Company in late tiscal 1997 and early fiscal 1998. The increase is purtially ortser
by a decrease in goodwill amortization resulting from the disposition of ANS in January 1998 and the shutdown of GNN n the
Company's fiscal 1997 restructuring.

Acquired In-Process Research and Development

The Company incurred a total of $94 million 1n acquired in-process research and development charges in fiscal 1998 reluted
to the acquisitions of Mirabilis. Actra, Personal Library Software. [nc. {"PLS") and NetChannel. Inc. ("NetChannel":.

In June 1998. the Company acquired the assets. including the developmental ICQ instant communications and chat
technology. and assumed certain liabilives of Mirabilis. The [CQ technology is an enabling technology for online
communication. At the date of acquisition. Mirabilis reported 12 million registered trial users of which approximately half were
active. The Company paid $287 million in cash and may pay up to $120 mullion in additional contingent purchase payments
hased on future performance levels. The Company s Consolidated Statements of Operations reflect a one-time write-ott of the
amount of purchase price allocated to in-process research and development of approximately $60 million.

The Company allocated the excess purchase price over the fur value of net tangible assets acquired to identified intangib
assets. In performing this allocation. the Company considered. among other factors. the attrition rate of the active users of the
technology at the date of acquisition (estimated to be similar to the rute experienced by the AOL service) and the reseurch .xgzd
development projects in-process at the date of acquisition. With regard 10 the in-process research and development projects. the
Company constdered. among other factors. the stage of development of each project at the time of acquisition. the importance
2ach Apr'o}cct 10 the overall development plan. und the projected incremental cash flows from the projects when completed and ans
sssoctated misks, Assoctated nisks melude the inherent difficulties and uncertainties in completing each project and ihereh
achieving technological feasibility and risks related to the impact of potential changes in future target markets.
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Dunng fiscal 1999. the Company incurred approximatety 35 mullion. related primarily to salaries, to develop the n-process
technology into commerciaily viable products and the Company intends to incur approximately $9 million more over the next
vear. Remaining development efforts are focused on addressing secunty issues. architecture stability and electronic commerce
capabilities. and completion of these projects will be necessary before revenues are produced. The Ci')mpanv expects 10 begin to
benefit from the purchased in-process research and development by its fiscal year 2000. [f these projects'.ire not successtully
developed. the Company may not realize the value assigned 1o the in-process research and development projects. In addition. the
value of the other acquired intangible assets may also become impaired.

The Company acquired Actra. a developer of commerce applications for conducting business-to-business and business-to-
consumer commerce on the Internet in December 1997. PLS, a developer of information indexing and search technologies in
January 1998 and NetChannel. a Web-enhanced television company. in June 1998. These transactions were accounted for under
the purchase method of accounting. [n connection with the purchase of Actra. the Company recorded a charge for acquired in-
process research and development of $14 million. In connection with the purchases of PLS and NetChannel. the Company
recorded charges for acquired in-process research and development in fiscal 1998 of $10 million related to each acquisttion. )

The Company incurred a total of $9 million (35 million and $4 million. respectively) in acquired in-process research and
development charges in fiscal 1997 related to the acquisitions of Portola and DigitalStyle in June 1997.

The technology, market and development risk factors discussed above for the Mirabilis acquisition are also relevant and
should be considered with regard to the acquisitions of Actra. PLS. NetChannel, Portola and DigitalStyle.

Merger, Restructuring and Contract Termination Charges
In fiscal 1999, the Company recognized charges that totaled $95 million related to restructunings and mergers.

s In connection with the mergers of MovieFone. Inc.. Spinner Networks Incorporated. NullSoft. Inc. and AtWeb. Inc. the
Company recorded direct merger-related costs of $17 million.

s In connection with plans announced and implemented in March 1999, the Company recorded a charge of $78 million for
direct costs related to the merger with Netscape and the Company's reorganization plans to integrate Netscape's
operations and build on the strengths of the Netscape brand and capabilities as well as the merger with When. Inc.

In fiscal 1998, the Company recognized net charges of $75 million related to restructurings and mergers.

o In connection with a restructuring plan adopted in the third quarter of fiscal 1998, the Company recorded a 533 mullion
restructuring charge associated with the restructuring of its AOL Studios brand group. The restructuring included the
exiting of certain business activities, the termination of approximately 160 employees and the shutdown of certain
subsidiaries and facilities.

e At the end of the second and beginning of the third quarters of fiscal 1998. the Company recorded a $35 million
restructuring charge related to the implementation of certain restructuring actions mainly related to the Enterprise
Solution business. These actions were aimed at reducing its cost structure, improving its competitiveness and restoring
sustainable profitability. The restructuring plan resulted from decreased demand for certain Enterprise products and the
adoption of a new strategic direction. The restructuring included a reduction in the workforce (approximately 400
employees). the closure of certain facilities, the write-off of non-performing operating assets and third-party rovalty
pavment obligations relating to canceled contracts.

e In the fiscal year ended 1998. the Company recognized merger costs of $6 million related to the acquisition of Kiva
Software Corporation. consisting mainly of investment banking. legal and accounting services.

o [n connection with a restructuring plan adopted in the second quarter of fiscal 1997. the Company recorded a S49
million restructuring charge associated with the Company's change in business model. the reorganization of the
Company into three operating units, the termination of approximately 300 emplovees and the shutdown of certuin
operating divisions and subsidiaries. As of the first quarter of fiscal 1998, substantially all of the restructuring activ ities
had been completed and the Company reversed $1 mullion of the original restructuring accrual in the first gquarter of
fiscal 1998,

In fiscal 1997, the Company recognized net charges of $73 million related to restructurings and contract terminations.

e [n connection with a restructuring plan adopted in the second quarter of fiscal 1997, the Company recorded a 349
mullion restructuring charge associated with the Company's change in business model. the reorganization of the
Company into three operating units. the termination of approximately 300 employees and the shutdown of certain
operating divisions and subsidiaries.
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o Ip:he fourth guarter of fiscal 1997, the Company recorded a contract termination charge of 324 muition.
ol unconditional pasments associated with terminating centain intormation provider contracts.

unecunomic as 4 result of the Company s introduction of tlat-rate pricing in December 1996.

Refer to Notes 4 and 35 of the Notes to Consohidated Financial Statements for tfurther information related o the

reSTTUCTUrngs, Contract terminations and merger costs.

s,

Settlement Charges

v America Online, Inc. <lass action fawsutt filed tn U.S. Distnict Court for the Eastern District of Virginia alleg
federal <ecurities iaws hetween August 1995 and October 1996. Included in the net sewlement charge is an 2sumate of
muilion in insurance receipts.

In fiscal 1997, the Company recorded a settlement charge of $24 million in connection with 4 legal settiement reuched with
various State Atornevs General and a preliminary legal settlement reached with vanous class action plaintffs. « ;
potential claims arising out of the Company s introduction of flat-rate pricing and its representation that it wou.
unlimited dccess o subscribers. Pursuant  these setulements. the Company agreed (0 make payments 1o subscribers. ac
their usage of the AOL service. who may have been injured by their reliance on the Company s claim of unlimited aece
do not represent refunds of online service revenues. but are rather the compromise and settlement of alle

of unfimited access under its flat-rate pricing plan violated consumer protection faws

Toni C

npAny » adsertisi
arter of fiswal
mullion of the onginal settlement accrual.

Other Income, Net

Other income. net consists primarily of investment income and non-operating gains net of interest expense and nun-
aperating charges. The Company had other income of $638 million and $30 million in fiscal 1999 and fiscal 1998, respectnely,
The increase in other income in fiscal 1999 was primarily attributable to a net gain of approximately $567 million on the sale
Excite. Inc. investments. The additional increase is mainly due to an increase in net interest income and 4 reduction of acn-
operating losses related to various investments. The Company had other income of $30 million and 510 mullion 10 fecal 1998
and fiscai 1997. respectively. The increase in other income in fiscal 1998 was primarily attributable to gains on the sale of certan
available-for-sale securities and increases in net interest income partially offset by decreases in the allocation of fosses
minority stockholders and increases in non-operating losses related to various investments.

{Provision) Benefit for Income Taxes

The (provision) benefit for income taxes was $(334), $16 and $(10) million in fiscal 1999. fiscal 1998 and fiscal 1997

. The substantial increase in the provision for income taxes in fiscal 1999 is a direct result of the Company s increase

respectively
in pre-tax income. For additional information regarding income taxes. refer to Note 14 of the Notes to Consolidated Financial
Statements.

Segment Results of Operations

Fort

The Company operates its two major [ines of businesses as Interactive Online Services and Enterprise Solutions.
‘nformation regarding segments, refer to Note 9 of the Notes to Consolidated Financial Statements,
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A »ummary of the segment financial information is as follows:

El

For an overview of the segment revenues. refer to the consolidated results of operations discussion earlier n this section.

Interactive Online Services income from operations increased from 3128 million (excluding $385 miilion write-off of
deferred subscriber acquisitions costs) in fiscal 1997 to $412 million in fiscal 1998 and $955 million in fiscal 1999. These
increases are mainly the result of increases in subscription services and advertising, commerce and other revenues coupled with
improved margins and a decrease in marketing expenses (as a percentage of revenues) resulting from the improved value
proposition offered by flat-rate pricing.

Enterprise Solutions income (loss) from operations decreased from $98 million in fiscal 1997 to a loss of $(18) millien in
fiscal 1998 and increased to income of $6 million in fiscal 1999. The decrease from fiscal 1997 to 1998 was mainly a result of
offering the Netscape Communicator client software (including the Netscape Navigator browser) for free starting in January
1998. The increase from fiscal 1998 to 1999 was mainly attributable to the increase in revenues.

Liquidity and Capital Resources

The Company is currently financing its operations primarily through cash generated from operations. During fiscal 1999
the Company generated more than $1 billion in cash from operations. In addition. the Company has generated cash from the sale
of its capital stock. the sale of its convertible notes as well as the sale of marketable securities it held. The Company has financed
its investments in telecommunications equipment principally through leasing. Net cash provided by operating activities was
$1.099 million. $437 million and $131 million in fiscal 1999, 1998 and 1997. respectively. and increased primarily due to the
Company's increase in net income. Net cash used in investing activities was $1,776 million. $531 million and $367 mitlion in
fiscal 1999, fiscal 1998 and fiscal 1997, respectively. The increase in cash used in investing activities 1s mainly due to the
Company's $1.5 billion investment in a General Motors equity secunty related 1o the strategic alliance the Company entered with
Hughes Electronics Corporation ("Hughes"). For additional information regarding this investment. refer to Note 8 of the Notes to
the Consolidated Financial Statements. The increase in cash used in investing activities was offset by net proceeds of
approx:mately $600 million related to the sale of Excite, Inc. investments during fiscal 1999. Net cash provided by tinancing
sctivities was $887 million. $580 million and $250 million in fiscal 1999, fiscal 1998 and fiscal 1997, respectively. [ncluded in
financing activities for fiscal 1999, were $550 million in aggregate net proceeds from a public stock offering of its common
stock.

The Company uses its working capital to finance ongoing operations and to fund marketing and the development ot its
products and services. The Company plans to continue (o invest in subscriber acquisition, retention and brand markeung t
cxpand its subscriber base. as well as in network. computing and support infrastructure. Additionally. the Company expecis &
use a portion of its cash for the acquisition and subsequent funding of technologies, content. products or businesscs
complementary to the Company's current business. The Company anticipates that cash on hand and cash provided by operating
activities will be sufficient to fund its operations for the next twelve months. The Company currently has approximately 343
million available under a shelf registration filed in June {998. In May 1999, the Company filed a registration statement to raise an
additional 4.5 billion by sale of the Company's debt securities. common stock. preferred stock depositary shares. warrants or
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slock purchase contracts o purchase common stock or preferred stock. The total offering price of these secunues. in the
aggregate, will not exceed 53 hillion.

At June 30. 1999. the Company had working capital of $254 million. compared to working capital of $108 million at June
30. 1998. In addirion. the Company had investments including available-for-sale securities of $2.151 million and $531 million at
June 30. 1999 and 1998, respectively. Current assets increased by $716 mullion. from $1.263 million at June 30, 199% (o $1 979
nuilion at June 30, 1999, while current liabilities increased by $570 million. from S1.155 million to $1.725 million, over this
same pertod. The increase in current assets was primartly attributable to an increase in cash and short-term investments resuiunz
from cash generated by operations. The change in current liabilities was due to increases in other accrued expenses and
fabilinies. primarilv related o an increase in accrued telecommunications costs. as well as an increase in deferred revenues.

Duning July 1998, the Company improved its cash and working capital balances as a result of a public offering of commaon
stock. The Company soid 21.560.000 shares of common stock and raised a total of $550 million in new equity which was used to
tfund general corporate purposes. In November {997, the Company sold $350 million of 4% Convertible Subordinated Notes due
November 13, 2002 (the "Notes”). The Notes are convertible into the Company's common stock at a conversion rate of 7663732
shares of common stock for each $1.000 principal amount of the Notes (equivalent to a conversion price of $13.04844 per share:.
subject to adjustment in certain events. Interest on the Notes is payable semiannually on May 15 and November 135 of cuch »eur.
commencing on May 13, 1998, The Notes may be redeemed at the option of the Companyv on or after November 14, 2001 in
whole or in part. at the redemption prices set forth in the Notes.

[n June [998. the Company purchased Mirabihs for $287 mullion in cash (and contingent purchase price payvments of up @
5120 million) and NetChannel tor $16 million in cash. For additional information regarding these acquisitions. see Nore %
Notes to Consolidated Financial Statements.

In January 1998, the Company consummated a Purchase and Sale Agreement (the “Purchase and Sale™) by and among the
Company. ANS Communications, Inc. ("ANS™). a then wholly-owned subsidiary of the Company. and MCI WorldCom. Inc.
"WorldCom™ pursuant to which the Company transferred to WorldCom all of the issued and outstanding capital stock of ANS
in exchange tor the online services business of CompuServe Corporation (“CompuServe™, which was acquired by MCI
WorldCom shortly before the consummation of the Purchase and Sale. and $147 million in cash (excluding $15 million in cash
received as part of the CompuServe online services business and after purchase price adjustments made at closing). Immediately
after the consummation ot the Purchase and Sale, the Company's European partner, Bertelsmann AG. paid $75 mullion to the
Company for a 30% interest in a newly created joint venture to operate the CompuServe European online service. Each company
invested an additional $25 million in cash in this joint venture. The Company generated $207 million in net cash as a result of the
aforementioned transactions.

The Company enters into multiple-year data communications agreements in order to support AOLnet. In connection with
those agreements. the Company may commut to purchase certain minimum data communications services. Should the Company
not require the delivery of such minimums, the Company's per hour data communications costs may increase. For additional
information regarding the Company's commitments, see Note 11 of the Notes to Consolidated Financial Statements.

In May 1996. the Company entered into a joint venture with Mitsui & Co.. ("Mitsut™) and Nihon Keizai Shimbun. Inc.
("Nikkei'} to otfer interactive online services in Japan. In connection with the agreement. the Company received approximateis
$28 million through the sale of convertible preferred stock to Mitsui. The preferred stock had an aggregate liquidation preterence
ot approximately $28 million and accrued dividends at a rate of 4% per annum. Accrued dividends could be paid in the form ot
additional shares of preferred stock. During May 1998. the preferred stock. together with accrued but unpaid dividends. was
converted into 1.568.000 shares of common stock based on the fair market value of common stock at the time of conversion.

.
14
ter

capacity requires a substantial investment in telecommunications and server equipment. The Company plans to conttnue mak
significant investments in these areas. The Company is funding these mvestments. which are anucipated to total approximately
S1 billion in fiscal 2000, through a combination of leases, debt financing and cash purchases.
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Earnings Before Interest, Taxes. Depreciation and Amortization ("EBITDA™

The following table and discussion summarizes EBITDA for the vears ended June 30. 1999, 1998 and 1997

m

The Company defines EBITDA as net income plus: (1) provision/ibenefit) for income taxes. (2) interest expense. « 1
depreciation and amoruzation and (4) special charges. For the tiscal vear ended June 30. 1997. EBITDA does not add back the
amortization of subscriber acquisition costs. EBITDA is presented and discussed because the Company considers EBITDA un
important indicator of the operational strength and performance of its business including the ability to provide cash tlows to
service debt and fund capital expenditures. EBITDA. however. should not be considered an aiternative to operating or net income
as an indicator of the performance of the Company. or as an alternative to cash flows from operating activities as a measure of
liquidity. in each case determined in accordance with generally accepted/ accounting principles ("GAAP™).

For fiscal 1999, EBITDA increased from $302 miilion to 3968 mullion or 221% over fiscal 1998. For fiscal 1995, EBITDA
inereased from S111 million to $302 muliion ar 172, The increase from fiscal 1998 to 1999 is mainly due to the <z 1
increase in income before taxes (exciuding special charges) from $96 million in fiscal 1998 to 3649 miilion in fiscal 1999 as
as an increase of approximately $100 million in depreciation and amortization. The increase from fiscal 1997 0 1993 i< qug
the incredse in income before taxes excluding special charges from $16 mullion in fiscal 1997 to 396 mullion in tiscal 199% as
well as un increase of approximately $100 million in depreciation and amortization.

Seasonality

The growth in subscriber acquisitions and usage in the Company s online services appears to be highest in the second and
third fiscal quarters. when sales of new computers and computer software are highest due to the holiday season and following the
holiday season. when new computer and software owners are discovering Internet online services while spending more tume
indoors due to winter weather. However, the Company does not definitively know whether such increases in subscriber
acquisitions and usage are primarily attributable to seasonal factors or to increased demand for Internet online services as a resuit
of the growing market demand and utility for such services.

Since making advertising revenue a key component of the Company's strategy in its [nteractive Online Services business,
the Company has experienced difficulty in distinguishing seasonality in advertising sales from the overall market growth.
Seasonal factors seem to be mitigated by advertisers’ growing interest in the overall online medium as well as gaining access 10
the Company's large and growing subscriber/user base across multiple branded distribution channels. When the online
advertising industry matures and online advertising budgets experience normal growth. the Company expects 1o expenience the

_effacts of seusonality in securing advertising commitments.

Year 2000 Compliance

The Company utilizes a significant number of computer software programs and operating systems across its entire
organization. including applications used in operating its online services and Web sites. the proprietary software of the AOL and
CompuServe services, Netscape software products. member and customer services. network access. content providers. joint
.entures and various administrative and billing funcuions. To the extent that these applications contain source codes that are
unable to appropriately interpret the upcoming calendar vear 2000. some level of modification. or even possibly replacement mus
he necessary.

In 1997. the Company appointed a Year 2000 Task Force to perform an audit to assess the scope of the Company’s nisks and
hring its applications irto compliance. This Task Force oversees testing and is continuing its assessment of the Compansy =
company-wide compliance. The Company’s system hardware components. client and host software. current versions of Netwcape
software products and corporale business and information systéms are currently undergoing review and testing. To date. the
Company has experienced few problems related to Year 2000 testing. and the problems that have been identified ure n the

process of being addressed.

The Company intends to make Year 2000 compliant certain versions of the client software for the AOL service and the
CompuServe service that are available on the Windows and Macintosh operating systems, as well as versions of Netscupe
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software products that are currently shipped. While the maorty of AOL and CompuServe members use Dropietan
software that will be compitant. a third-party internet browser utilized in most versions of the client software may a0t be Y
2000 compliant. A frec putch or upgrade wiil be required for members using some versions of the client Software or browse
schieve Year 2000 compliunce. [n the coming months, the Company will encourage members of 1ts online services o upgrade
their browser and/or their software o versions that are expected to be Year 2000 compliant, if they have not already done so. The
Company will make available to members. and communicate that avalability. tree patches or u;_ngrades that van be downiouded
from the online services. The Company has not tested. und does not expect o certify as Year 2000 compliant. certain oider
sersions of the AOL and CompuServe software. The Company has developed. and will be implementing over the remainder o
the vear. 4 communication program that informs members how o obtain the free patch or upgrade to 4 Year 2000 compliant

ersion of the olient software or browser. With respect to the Company’s Netscape software business, @sing continues on
currently shipped products. The Company also will make available. at no additional cost to customers. any required patch o th
versions of Netscape <oftware products currently being shipped to customers and communicate their av ailability. In addition. the
Company will be encouraging customers to upgrade to versions of the software that are expected (0 he Year 2000 comphant. it
theyv have not already done so.

In addition. the Company is continuing to gather information from its vendors. joint venture partners and content pa
about their progress in identifving and addressing problems that their computer systems may face i comrectly processing
\nformation related to the Year 2000. The Company intends to continue its efforts to seek reassurances regarding the Year
compliance of vendors. joint senture partners and content partners. In the event any third parties cannot umely
Company with content. products, services of svstems that meet the Year 2000 requirements. the conteat on the
services. uccess o the Company's services. the ability w offer products and services and the ability 10 process saies
atenatly adversely affected.

The costs incurred through June 30. 1999 to uddress Year 2000 compliance were approximately Si1 miftion. The Compuny
currently estimates it will incur a total of approximately $20 miltlion in costs to support its compliance inatives. The Compuny
cannot predict the outcome of its Year 2000 program. whether third party systems and component software are. or wiil de Yeur
2000 compliant. the costs required to address the Year 2000 issue. of whether a failure to achieve substantial Year 2000
compliance will have a material adverse effect on the Company’s business. financial condition or results af operations. Failure to
achieve Year 2000 comphiance could result in some interruptions 1n the work of some employees, the inubility of some members
and customers to access the Company's online services and Web sites or errors and defects in the Netscape products. This. in
turn, may result in the loss of subscription services revenue. advertising and commerce revenue or enterprise solution revenue.
the tnability to deliver minimum guaranteed levels of traffic. diversion of development resources. or increased sers e and
warranty costs. Occurrence of any of these may also result in additional remedial costs and damage to reputation.

The Company has developed a contingency plan to address possible Year 2000 risks to its systems. The plan identifies 2
nierarchy of critical functions. acceptable delay times. recovery strategies to return functions to operational status and detines the
core team for managing this recovery process. The Company will continue to modify this plan to address systems ot its recent
acquisitions.,

Inflation

The Company believes that inflation has not had. and will not have in the future. a material etfect on its results of operations.

Forward-Looking Statements

This report and other oral and written statements made by the Company to the public contain and incorporate by reference
forward-iooking statements within the meaning of the “safe harbor” provisions of the Private Secuntics Litigation Reform Aot of
1995, The forward-looking statements are based on management's current expectations or beliefs and are subject 1o a number
factors und uncertainties that could cause actual results to differ materially from those described in the forward-ios
<tatements. Such statements address the following subjects: future operatng results: subscriber growth and retention: advert
commerce and other revenues: eamnings growih and expectations: development and success of multiple hrands: new products
wervices (such as AOL 5.0. and the "You've Got Picures.” "My Culendar.” AOL Search and AOL Plux feuturesy. corporate

.pending: liguidits: network capacity: new access and distnbution technologies: regulatory developments. nciuding the
<hape public policy in. for example. telecommunications. privacy and tax areas.

Company's abthty o

The following factors. among others. could cause actual results to differ materially from those described in the torw ard-
looking statements:
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The sk that the Company and its data communications access providers wull be unubie to prov.de idequaie server and
network capacity. Risks associated with the fixed costs and minimum commitment nature of 4 substanual majeny of the
Company < network services, such that a significant decrease in demand for online services would not result 4
corresponding decrease in network costs. Risks related 0 the build-out of AOLnet and the expansion ot server and network
capacuy: the nisk that demand will not develop for the capacity created: the risk that supply shortages for hurdware and
equipment and for local exchange carrier lines from local telephone companies could impede the provision of adequale

network and system capacity: and the risk of the failure to obtain the necessary financing.
Any damage or fatlure to the Company's computer equipment and the information stored in its data centers.

Factors related to increased competition, inciuding: price reductions and increased spending. inability w0 generate
greater revenues and profits from advertising and electronic commerce: limitations on the Company s opportunities (© enter
into or renew agreements with content providers and distnbution partners: limitations on the Company’s ability o deveiop
new products and services: limitations on the Company s ability to continue to grow or sustain its subscriber base: lass of
the Company’s market share in the enterprise software industry: and an adverse impact on gross and operating margins.

The failure to increase revenues at a rate sufficient to offset the increase in data communications and equipment casts
resulting from increasing usage.

The nisk of loss of services of executive officers and other key emplovees.

The nsk that because of seasonal and other fuctors. the Company is unable 1o predict growth in sales. usage. subseriber
acquisttions and advertising commitments.

The failure of the Company to establish new relationships with electronic commerce. advertising. marketing.
technology and content providers or the loss of a number of relationships with such providers or the risk of significantly
increased costs or decreased revenues needed. to maintain. or resulting from the failure to maintain. such relationships. as
the case may be.

The risk associated with accepting warrants in lieu of cash in certain electronic commerce agreements, as the value of
such warrants is dependent upon the common stock price of the warrant issuer at the time the warrants are earned. )

The risks related to the acquisition of businesses, including the failure to successfully integrate and manage acquired
technology. operations and personnel. the loss of key employees of the acquired companies and diversion of the Company’s
management's attention from other ongoing business concerns: and the risk of significant charges for in-process research and
development or other matters.

The inability of the Company to introduce new products and services: and its inability (o develop. or achieve
commercial acceptance for. these new products and services. The failure to resolve issues concerning commercial activities
via the Internet. including secunty. reliability. cost. case of use and access. The nisk of adverse changes in the U.S.
regulatory environment surrounding interactive services.

The failure of the Company or its partners to successfully market, sell and deliver its services in international markets:
and risks inherent in doing business on an international level. such as laws that differ greatly from those in the United States.
unexpected changes in regulatory requirements. political risks. export restrictions and controls. tanffs and other trade
barrers and tluctuations in currency exchange rates.

The Company's inability to offer its services through advanced distribution technologies such as cable and broadeast.
and the resulting inability to offer advanced services such as voice and full motion video. The Company's nahifity to

develop new technology or modify its existing technology to keep pace with technological advances and the pursuit af these
technological advances requiring substantial expenditures.

Item 7A. Quantitative and Qualitative Disclosures about Market Risk

The Company is eXposed to immaterial levels of market risks. including changes in foreign currency exchange rutes and

interest rates.  Market nsk is the potential loss arising from adverse changes in market rates and prices. such as foreign currency
exchange and interest rates. The Company does not enter into derivatives or other financial instruments for trading or speculative
purposes. The Company only enters into financial instruments to manage and reduce the impact of changes in foreign currencs
exchange rates. In June 1998. the Company initiated hedging activities o mitigate the impact on intercompany balunces of
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Salunces. A foreign currency forward exchange contract obligates the Company to exchange predetermined
4mounts of spectfied foretgn currencies ab specitied exchange rates on specified dates and to make or receive an chm alent U5,
Jollar pavment equal o the value ot such exchange. For these contracts that are designated and effective as hedges. realized and
unrealized gains and losses resulting from changes in the spot exchange rate tincluding those from open. marured and terminuted
contractss are ncluded in other income and net discounts or premiums ithe difference between the spot exchange rate and the
torward exchange rate at inception of the contract are also accreted or amortized to other income, over the life of each contract.
using the straight-line method. These gains and losses offset gains and losses on intercompany balances, which are also mciuded
in other rncome. The related amounts due to or from counterparties are included in other assets or other liabilines. In senerai.
these fareign currency forward exchange contracts mature in three months or less. The estimated fair value of the contracts are
imatertal due to their short-term nature,

rates. The Company is using forzign curreney forward exchange contracts as & vehicie for Seda
these ercompant i

t

Item 8. Financial Statements and Supplementary Data

Reference 1s made to the financial statements listed under the heading “1a) 11 Consolidated Financal Statements” of ftem 14
hereot. which financial statements are incorporated heretn by reference in response to this [tem 8.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure
Mot applcabie.
PART III
ftem 10. Directors and Executive Officers of the Registrant

The response to this item is incorporated by reference from the Sections titled “Munagement” and “"Section 16(a) Beneficial
Ow nership Reporting Compliance” in the Registrant’s Proxy Statement for its 1999 Annual Meeting of Stockholders.

Item 11. Executive Compensation

The response 1o this item is incorporated by reference from the Section utled "Executive Compensation.” but not from the
Sections titled "Executive Compensation—Performance Graph” and “Executive Compensation—Report on Executive
Compensation by the Compensation and Management Development Committee of the Board of Directors.” in the Registrants
Proxy Statement for its 1999 Annual Meeting of Stockholders.

Item 12. Security Ownership of Certain Beneficial Owners and Management

The response to this item is incorporated by reference from the Section titled "Share Ownership” in the Registrants Pro<y
Statement for 11s 1999 Annual Meeting of Stockholders.

Page 31 N

AOL 000313




